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THE FD7ANCIAL SERVICES ACT OF 1999 



wednesday, aprd. 28, 1999 

House of Representatives, 
Committee on Commerce, 
Subcommittee on Finance and Hazardous MATERiAia, 

Washington, DC. 

The subconunittee met, pursuant to notice, at 10:17 a.in., in room 
2123, Rayburn House Omce Building, Hon. Michael G. Oxley 
(chairman) presiding. 

Members present: Representatives Oxley, GiUmor, Largent, 
Bilbray, Ganske, Lazio, Shimkus, Wilson, Sbadegg, Fossella, Bliley 
(ex officio), Towns, Deutsch, Stupak, Barrett, Luuier, Capps, Mar- 
key, Rush, and Dingell (ex officio). 

Staff present: David Cavicke, majority counsel; Robert Gordon, 
majority counsel; Linda Dallas Rich, mEgority counsel; Brian 
MdCullough, professional staff member; Robert Simison, legislative 
clerk; Consuela Weishington, minority counsel; Bruce Gwinn, mi- 
nority professional staff member; and Christian Fjeld, minority leg- 
islative intern. 

Mr. Oxley. The subcommittee will come to order. Today is our 
first of two scheduled hearings this year on H.R. 10, the Financial 
Services Act of 1999. For this first hearing, we are fortunate to 
have with us our good friend, the Chairman of the Board of Gov- 
ernors of the Federal Reserve System, Alan Greenspan. 

Chairman Greenspan will hopefully enlighten us on how finan- 
cial holding companies would be regulated under H.R. 10 and de- 
scribe the structural problems we still need to address. In particu- 
lar, I look forward to a thorough education on operating subsit^- 
aries and the dangers of expanding taxpayer subsidies under a new 
financial system. 

The House spoke clearly on this issue last term, rejecting two 
floor £unendments to expand the powers of bank operating subsidi- 
aries. But the operating subsidiary has more lives than Freddie 
Krueger, and I am sure it will continue to revisit us at every step 
in this process. 

I also expect to hear more about the operating subsidiary at the 
second hearing on May 5, to which we have invited Treasury Sec- 
retary Rubin and other financial regulators, as well as various in- 
dustry representatives. H.R. 10 is a continual learning process for 
the members, and we appreciate the testimony of all of our wit- 



Last term this subcommittee took a bill that was opposed by al- 
most every financial regulator and industry group and forged a se- 
ries of bipartisan agreements to create consensus protections for 
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consumers. We continued to work on the bill as it went to the 
House floor, and we passed Glass-Steagall reform in the House for 
the first time in 65 years. Unfortimately, despite a series of over- 
whelming votes for the bill in the Senate, H.R. 10 just barely 
missed crossing the finish line, and American consumers were left 
empty-handed yet again. 

This term we must renew our commitment to enacting financial 
services reform, building on the bipartisan solutions of our last ef- 
fort. Our committee will exercise its jurisdiction to make continued 
improvements in the bill to ensure consistent regulation of finan- 
cial activities and appropriate consumer protections. But like last 
term, we will work in a bip£irtisan manner with an eye toward in- 
creasing consensus on a number of very volatile issues. 

I would again like to thank our good friend Chairman Greenspan 
for agreeing to appear before us today, and express our continued 
appreciation for tl^ assistance and support of the Federal Reserve 
in working towiuxi enactment of financial services reform. 

Now I would turn to our ranking member, the gentleman from 
New York, Mr. Towns, for an opening statement. 

Mr. Towns. Thank you, Mr. Chairtnem. Congress has been work- 
ing on this legislation for a long, long time. I think it was Chair- 
man Bliley who indicated that this was the 11th attempt to repeal 
Glass-Steagall since 1979. I am hopeful that we can produce a bill 
in the 106th Congress that finally gets the job done, but it must 
be done properly. 

New York is the home to our most important securities firms like 
Goldman Sachs and Merrill Lynch, mEyor money center banks like 
Citibank and J.P. Morgan, and important insurance companies like 
New York Life, Metropolitan Life, and the list goes on and on. The 
financial services industry is an important cateilyst for economic 
growth in our country. Repealing Glass-Steagall will improve com- 
petition in financiEil services, it will help consumers, and it will 
maintain our global leadership in the financial community. 

In the last Congress, this committee rescued Glass-Steagall re- 
peal. We took legislation that had little support when reported to 
the Banking Committee, and we made changes that enabled the 
legislation to pass the House for the first time in 65 yeetrs. I would 
like to take tms opportunity to commend the Chair of this commit- 
tee Mr. Oxley, and, of course, the Ch£iir of the full committee Mr. 
Bliley, and the rsinking member Mr. Dingell, for their hard work 
and tjie leadership that they demonstrated in those days and 
times. 

Today we will hear testimony from the Chairman of the Federal 
Reserve, Mr. Greenspan. Chairman Greenspan's reputation is leg- 
endary. We are pleased to have the opportunity to hear his views 
on improvements we can make in H.R. 10. 

There are two issues that I hope our committee will address. The 
flrst is the operating subsidiary. In the last Congress we decided 
that we should not expEind taxpayer subsidies by having securities 
or insurance underwriting in operating subsidiaries. Chairman 
Greenspan pointed out tJiat the aniliate structure provides compa- 
nies with everything they need with no risk to taxpayers. 

The second issue we need to address is functional regulation. I 
expect that securities and insurance should be regulated the same 
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way, no matter who is selling the product. I have long held this 
view. I believe that functional regulation is simply common sense. 

In the last Congress, the House acted, but the Senate failed to 
act when faced with the issue of Glass-Steagall repeal. It is my 
hope that the Senate will resolve their differences, reconsider tjie 
committee's elimination of CRA protections, emd move this impor- 
tant legislation forward. 

Mr. Chairman, I look forward to this morning's testimony in the 
hopes that we can fashion legislation in the 106tb Congress which 
will modernize the financial services industiy without overriding 
the principles of consistency, safety and soundness as well as judi- 
cial jurismctional roles that have been so important for this com- 
mittee for years and years. 

I yield back. 

Mr. OxLEY. The gentleman yields back. 

The Chair now recogni2es the chairman of the full committee, 
the gentleman from Virginia, Mr. Bliley. 

Mr. Bliley. I thank you, Mr. Chairman. In the 105th Congress 
for the first time in history, the House of Representatives approved 
legislation to repeal Glass-Steagall and modernize the laws that 
govern our Nation's financial markets. Unfortunately, unlike horse- 
shoes, we don't score any points with the American people for al- 
most getting an important bill signed into law. H.R. 10 never made 
it to the Senate last year, otherwise we wouldn't be sitting here 
today to consider H.R. 10 once again. 

This time around we are going to let the Senate go first before 
we move this bill in the Commerce Committee. I look forward to 
seeing the Senate succeed at the task that we were able to accom- 

ftlish l£tst Congress in the House. I still believe that the gentleman 
rom Virginia, who first tried to repeal the law he coauthored, was 
right. The attempts of Carter Glass and many others over the 
years to repeal Glass-Steagali is still a good idea, but there are two 
very bad ideas that I intend to do everything in my power to en- 
sure that this legislation does not include as we proceed in this 
Congress. One is threatening American taxpayers by expanding 
bank operating subsidiary powers. The other is imdermining fair 
competition in the protection of investors and consumers by thwart- 
ing consistent regulation of securities and insurance activities en- 
gaged in by different entities. 

Today we will hear from a very esteemed witness, our friend, the 
Chairman of the Board of Governors of the Federal Reserve Sys- 
tem, Alan Greenspan. Chairman Greenspan will address the first 
of these very fundamental issues, that is the dangers of expanding 
bank powers through operating subsidiaries. 

Welcome, Chairman, and thank you for joining us today to edu- 
cate us about this extremely important, some would say the most 
important, aspect of the legislation that is now before thia commit- 
tee. 

The House Banking Committee has worked very hard to foige 
compromises on this difiicult legislation. Unfortunately, I feel these 
compromises would compromise the integrity of our financial mar- 
kets. H.R. 10 as reported by the House Banking Committee con- 
tains both of the bad ideas I am most concerned about. It expands 
the t£ixpayer-funded government subsidy to bank operating su1i}8idi- 
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aries that can engage in not only securities underwritii^, but also 
merchant banking. It does not provide for consistent regulations of 
securities activities by banks and securities firms. 

I look forward to learning from Chairman Greenspan about the 
implications of the legislation before us and how we might improve 
the bill. I also look forward to learning more about both of these 
issues at our upcoming hearing next month when we will hear 
from regulators, including the Treasury, as well as industry partici- 
pants. 

I want to thank Chairman Oxley for his continued leadership on 
this issue of such vast importfince to the Commerce Committee and 
for holding this first hearing on financial services reform this Con- 
gress. I also thank my friend, the ranking member of the commit- 
tee, John Dingell, for his steadfast principles of protecting the tax- 
payer and ensuring consistent regulation as we continue our bipar- 
tisan work on this legislation. I look forward to working with both 
of you, £is well as the ranking member of the subcommittee Ed 
Towns all of the members on the committee as we once again take 
on the challenge of modernizing our financial service regulations 
for the next century and beyond. Thank you, Mr. Chairman. 

Mr. Oxley. The gentleman's time has expired. 

The Chair now recognizes the ranking member, the gentleman 
from Detroit. 

Mr. DiNGELX,. Mr. Chairman, I thank you. Mr. Chairman, I com- 
mend you for holding this hearing on H.R. 10, the FLn£mcial Serv- 
ices Act of 1999, the legislation reported by the Banking Committee 
to modernize the U.S. financial regulatory system, to enhance com- 
petition in the financial services industry, to provide protections for 
investors and consumers, and to increase the availability of finan- 
cial services to citizens of all economic circumstances and for other 
purposes. 

I also want to welcome my good friend Mr. Greenspan to the 
committee. Welcome. We are delighted to see you here. Your good 
works are widely known on many matters, including the operating 
of the economy, but your leadership is not appreciated as well as 
it should be. So I am delighted to see you here, and maybe people 
can get a better understanding of the real leadership you have 
shown on this matter edso. In any event, welcome to you, Mr. 
Chairman. 

Mr. Chairman, the Banking Committee's mark falls short of 
many of the goals that I am concerned with, and I must inform you 
that in its current form I will be regrettably compelled to oppose 
it vigorously. 

I want to thank my old friend Mr. Bliley, the chairman of the 
committee, for his kind remarks and also for the fine leadership 
which he heis shown in difficult times in addressing this legislation, 
not just in the last Congress and this Congress, but also in other 
years. His effort on this has made for a better and stronger econ- 
omy. 

Mr. Chairman, key consumer protection provisions that the 
chairman of this committee and the chairman and ranking member 
of the House Banking Committee joined me in adding to last year's 
bill are not in H.R. 10 this year. The SEC opposes the bill because 
it eviscerates consiuner and investor prot«:tion. Yesterday the 
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North American Securities Administrators Association subm^ted a 
10-p£ige memorandum outlining serious concern with this bill^ Last 
week the Nationsil Association of Insurance Commissioners sent us 
a strong letter stating that the State insurance commissioners op- 
pose H.R. 10 as passed by the House Banking Committee because 
the bill is hostile to consumers, to the States, and to purchasers of 
insurance polices. I ask unanimous consent to include these docu- 
ments in the hearing record along with my statement. 

Mr. OxLEY. Without objection. 

Mr. DiNGELL. At the same time, Mr. Chairman, we received let- 
ters from American Bankers Association, Securities Association 
and the ABA Insurance Association telling us not to change a word 
in the securities and insurance language of the Banking Committee 
bill. In response it should come as no surprise that I have re- 
quested the stair on this side to go over every word with a magnify- 
ing glass because this tells me there is a skunk in the wood pile 
somewhere. The last time I checked, the rules of the House blessed 
this committee with jurisdiction over securities and the business of 
insurance and responsibilities for reviewing and addressing these 
matters. No matter how difRcult, we must do so, and it is clearly 
in the public interest that we should. 

I want to welcome, as I said, my good fiiend Chairman Green- 
span. Like £dl of us, I am an admirer of his because of his outstand- 
ing period of public service going back so many years. I thank him 
for joining us today to share with us his wisdom on matters in 
which he is the Nation's most foremost expert. 

I may also be the only man in this room old enough to remember 
the banking crisis of the early 1930's. Those were grim times. I re- 
member what it did to the economy and the people of the country 
and what was necessary to restore the confidence of the American 
people in the Nation's banking system and in the securities mar- 
kets. Moreover, the thrift debacle of the 1980's should serv^ as a 
much more fresh and current reminder. 

My colleagues, I will not support a regulatory structure that im- 
poses upon the American public the danger of a repetition of these 
terrible events and the possibility of a similar raid on the U.S. 
Treasury by banks which have not engaged in the necessary stand- 
ard of responsible behavior. Congress should be anxious to prevent 
the loss of public confidence and prevent large losses to the public 
treasury. I am hopeful that Chairman Greenspan can share with 
us some of the relevant lessons of the recent Asian financial crisis 
and the decision of the Japanese to adopt a holding company for- 
mat in their financial structure on a going-forward basis. 

Absent significant changes in H.R. 10, and that is one of the re- 
sponsibilities of this government, to protect consumers, to protect 
depositors, and to protect, of course, the taxpayers to whom we 
have a paramount responsibihty, I would be compelled to oppose 
this bill with every bit of strength that I have. Like the President, 
I will also be compelled to oppose any legislation that weakens our 
commitment to the Community Reinvestment Act. 

In Greco-Roman mythology, Sisyphus was the cruel king of Cor- 
inth. His punishment in Hades was to run up a hill with a stone 
that constantly rolled down upon him again. As we enter banking 
Hades this year and attempt to roll H.R. 10 up the legislative hiU 
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to the Senate ag£un, I would urge my colleagues to keep faith that 
this can be done, but only if we do it the right way. Passing no bill 
is better than passing a bad bill. 

I just would like to hold up for everybody to look at, there is an 
article in the Wednesday, today, April 28, 1999, Wall Street Jour- 
nal. "Sitting pretty," it says. It s on the left-hand side of the page, 
"Strong banking system helps Australia prosper as neighbors 
struggle." Neighbors disregarded the lessons that the Australians 
have observed. Bankers have complfiined to me for years about the 
fact that the Japanese and other banks in that area were large, 
and that ours were smaller. I observed that it is better to have 
smaller, better, stronger banks than large, weak banks which im- 
pose danger on the AmericEin people. The warnings are there before 
all. I hope they will see them, and I look forward to the testimony 
of nv/ good friend. 

[The prepared statement of Hon. John D. Dingell follows:] 



Mr. Chairman, I commend ;ou for holding this hearing on H.R. 10, the Financial 
S«-vices Act of 1999, legislation reported hj the House Banking Committee to mod- 
ernize the U.S. financial r^ulatoiy s^tem, to enhance competition in the financial 
services industrv, to provide protections for investors and consumers, to increase the 
availability of financial services to citizens of all economic circumstances, and for 
other purposes. 

Mr. Chairman, the Banking Committee's mark falls short of many of these goals 
and 1 must inform jou that, m its current form, I would be compelled to oppose it 
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____ r protection provisions that the chairman of this committee and the 

chairman and ranking memner of the House Banking Committee joined me in add- 
ing to last year's bill are not in H.R. 10 this year. The SEC opposes the bill because 
it eviscerates investor protection. Yesterday, the North Amencan Securitiea Admin- 
istrators Association submitted a 10-page memorandum outlining their concerns 
with this bill. Last week the National Association of Insurance Commissioners sent 
us a letter stating that the state insurance regulators oppose H.R. 10 as passed b^ 
Hotiae Banking because the bill is hostile to consumers and the States, I ask unam- 
mous consent to include these documents in the hearing record with my statement. 

At the same time, we have received letters from the American Bankers Associa- 
tion Securities Association and the ABA Insurance Association telling us not to 
change a word in the securities and insurance language of the Banking Committee 
bill. In response, it should come as no surprise tl^t I have instructed the staff to 
go over every word with a magnifying glass. The last time I checked, the rules of 
the House vest the Commerce Committee with Jurisdiction over securities and the 
btisiness of insurance and the responsibility for reviewing and addressing these mat- 
ters. No matter how difficult, we must do so, and do so in the public interest. 

I warmly welcome my good friend Chainnan Greenspan and thank him for his 
years of excellent public service and for appearing bef<n« us today to share with us 
his wisdom on matters in which he is most expert 

I may be the only man in this room old enough to remember the aftermath of 
the banking crisis of the early 1930s. I remember what it did to the economy and 
people of tms country and what was necessary to restore the American public's con< 
fidence in the Nation's banking system and the securities markets. Moreover, surely 
the thrift debacle of the 1980s should still be fresh in our minds. 

My colleagues, I will not support a regulatory structure that exposes the Amer- 
ican public to a repetition of those terrible events and a similar raid on the U.S. 
Treasury. Congress should be anxious to prevent the loss of public confidence and 
to prevent large losses to the public treasury. I am hopeful tnat Chairman Green- 
span can share wiUi us some of the relevant lessons of the recent Asian financial 
crisis, and Uie decision of the Japanese to adopt a holding-company format for their 
financial structure on a going-forward basis. 

Absent significant changes to H.R. 10 — and that is one of the responsibilities of 
this government, to protect consumers, to protect depositors and to protect, of 
course, the taxpayers to whom we have a paramount responBibility — 1 will be com- 



«GooQle 



pelled to oppose this bill with every bit of strength I have. Like the President, I also 
will be compiled to oppose any legislation that weakens our commitment to the 
Community Reinvestment Act 

In Greco-Roman mythology, Sisyphus was the cruel king of Corinth whose punish- 
ment in Hades was to roll up a hill a heavy stone that constBiitly rolled down again. 
As we enter banking Hades this year and attempt to roll H.R. 10 up the l^slative 
hill to the Senate again, I urge my colleagues to keep faith that this can be done, 
but only if we do it the rig^t way. Passing no bill is better than a bad bill. 

Mr. Chairman, I thank you. 



The Honorable Thomas J. Bliley 

Chairman 

Committee on Commerce 

U.S. House ofRepresenta 

2126 Rayburn House Off, 

Washington, DC 20515 

The Honorable JOHN D. DINGELL 

Ranking Member 

Committee on Commerce 

U.S. House of Representatives 

2322 Rayburn House Office Building 

Washington, DC 20615 

Dear Chairman Blhjiy and Congressman Dingell: 1 am writing to share the 
Commission's views on financial services modernization as the Congress b^;ins to 
considers pending legislation. 

Last year. Commission staff worked with Congress in an effort to develop legisla- 
tion that would preserve principles that are fiuidamental to effective oversight of 
the securities markets. Unfortunately, the extended negotiations so eroded these 
basic principles that the Commission cannot support the latest version of H.R. 10, 
as introduced in the 106th Congress. 

Rather than attempt to address all the specific provisions in this particular bill, 
I beUeve it would be more usefiil, at this time, to step back and outline the broader 
concepts we feel should be incorporated in any financial modernisation bill. I have 
attached a brief discussion of the Commission's overall objectives for financial serv- 
ices reform. My staff and I are readily available to discuss these objectives ftulher 
with you or your staff. 

I ajpplaud the Congress' efforts to advance financial services modernization and 
look forward to working with you and the Committee on this important legislation. 



Arthur LEvnr 

Chairman 
Enclosure 
cc: The Honorable Michael G. Oxley 

Chairman, Subcommittee on Finance and Hazardous Materials 
The Honorable Bdolphus Towns 
Ranking Member, Subcommittee on Finance and Hazardous Materials 

SEC Objectives for Financial Modernization 
The SEC's mandate is to protect investors and ensure the int^rity of the U.S. 
securities markets. In order to keep our markets the fairest, saiest, most trans- 
parent and most liquid in the world, the SEC must oversee all U.S. securities activi- 
ties, irrespective of location, and continue to determine how they are defined. 

Focusing on market integrity and investor protection, the SEX! will work with the 
Congress to include the followuig key safi^uards in any &iancial modernization leg- 
islation: 



• Maintain aggressive SEC policing and oversight of ail securities activities. Public 
confidence in our securities markets hinges on their integrity. The SEC has an 
active enforcement program committed to fighting securities fi^ud. Banlcing - 
regulators have a dinerent mandate — protecting the safety and soundness of in- 
stitutions and their deposits — which does not consider the interests of defrauded 
investors. To continue its effective policing of the markets, the SEC must be 
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able to monitor securities activities through iM^Iar eiaimnatioDa and ioapec- 
tions, including access to booka and records of all activities. 
" ' ~ d eiittomen by etuMing the SEC to set net rapital rules for all securities 



ouMnoMs. Securities poaitions are generally more vidatile than banking activi- 
ties. Tlw SEC's capital and segregation requirements recognize this foct and are 
more rigMWis in addressing manet risk than those i^rased by bank regu- 
latora. During recent turmtu in the financial markets, ^IC-regulated entioea 
were well-cdlateraliEed and none was ever at risk of Eiihire. We must continue 
to protect our maritets from aysteanic risk by ensuring that there is enou^ cap- 
ital backing securities transactioDS to protect customers. 

• Protect irwettors by applying the SEC sales pructice rules to all securities activi- 

ties. All investorv deserve the same proteetionB when buying securities, reganl- 
lesa of where they choose to do so, but gaps in the current scheme leave inves- 
tors at risk. For eacample, banks are not required to recommend only suitable 
investments or provide a system for arfoitratiag customer disputes. The hi|^, 
uniform standard of the Federal securities laws should apply to all sales of se- 
curities. 

• Prcteet mutual fund investors with uniform adviser regulations and confiiet-cf-in' 

terest rules. Mutual fired investors should always receive the protections of the 
federal securities laws. Accordingly, all parties that provide investment advice 
to mutual funds should be subject to the same oversight, including SBC inspec- 
tions and examinations. In addition, any type of entity that has a relationship 
* with a mutual fund should be sutqect to the SEC ctmflict^if-int^vst rules. 

• Enhance globat competitiveness through voluntary broker-dealer holding compa- 

nies. US. bndter-dealers are at a competitive disadvantage overseas becauee 
tiuiy lack the global, consolidated simwvision that foreign regulaton often re- 
q^iue. To address thu concern, a V.S. Imikeivdealer preoominantly in the secu- 
rities btisineas should have the option of SBC holding company supravision. 
This structure would impose risk-based supervision, consistent with the firm's 
principal business, and would help protect market integri^ by. overseeing the 
entire corporate enti^, not just an isolated domestic unit. 

■^ NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCUTION. INC. 

^^Uk iaGSin«N.E.,Su.H7l<9 

^^K& wuhuifion. DC :oaa2 

^^r lOlTlT.OMO 

NASAA w**d*m:h.y., «^^ 

MFMORANDUM 

TO: HOUSE COMMERCE COMMITTEE 

FROMi Thomas E.Oeyer. Ohio Securities Commiasiooer 

Chair. NASAA Finvieial Seniccs ModemizatioB Project Gratqi 

Debonb A. Fischione 

NASAA Oitcctor of Policy nd Office Managenient 

DATE: ApfU 27, IW9 

RE: Comroena on H.R. 10 -As Reported' 

NASAA has had the privil^e of testifying bdbie the House and Senate regarding financial 
services modemizadoo legislMiaa pending in the llW session of Ccmgress- The issues 
discussed below are BDNmg the more imponaot inues for MAS AA. This list docs not purpon to 
be exhaustive md NASAA reseives die light lo add to or amend this list as the legislative 
process contioues NASAA is basing dtese comments on H.R. 10 as it was rnotted Bom the 
House Banking ind Financial Services Comminee on March 23, 1999. We look forward u 
working with me House Commeice Comminee as you begin deliberations on the bill. 

1. FaD PnMrvattea of SMI* Sccarttks EaferecaeM Aathorily. 



NASAA npRciUes the preservation of State securities enfbrcemoit authority ea 
bySectiool04(d>ofH.R.10. NASAA believes such preservatiofi U eMea«ial in order for States 
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to provide meaningful investor protection and effectively police the Mcurities mttketplace. Thit 
express preservation is conaistenl with the similar preservations set out io the Natioiial Securitiet 
Maikeu Improvement Act of 1 996 and the Securities Litigation Umfocm Standards Act of 1 99S. 
However. NASAA te sp e c tfiilly suggests three miiMM' ch^ges in order to give full effect to the 
expiess preservation dearly aniculued in Section 104(d). 

a. Delete Section 104(b)<4XC)- 

Section 104(bX4) generally seeks to preserve certain State laws &om p 
However, because of die use of a double negative. Section 104(bX4XC) appears U 
actual effect of preempting State securities enforcement. Such preemption seems inconsistent 

with the careful and express '" ' '" - ■■ - ■ 

Section 104(d). NASAA be! 
strike Section l04(bX4HC). 

b. Add Preservation Language to Section 307, 

Section 307 generally preempts State law that would 'prevent or significantly interfere 
with the ability of any insuier, or any affiliate of an insurer ... to become a financial holding 
company or to acquire control of an insured depository institution,'' NASAA's conceni is with 
the af&liates of insurers. Such affiliates could be broker-dealets or investment advisen under the 
jurisdiction of the State securities authorities, and the lm>ad p re em p ti on of Section 307 couid 
conflict with the State securities enforcement preservation language carefully and ex|Messly- 
preserved by Section 104(d). To remedy this coivfiision, NASAA suggests that [xeservatiOD 
language identical to that appearing in Section 104(d) be added to Secuon 307. This new 
language could appear as follows: 

(4) subsections fli. (21 yid (31 s|ffll pot be construed as 



enforcement actions, consistent with section 1 

Securities Act of 1933. with respect to fraud or deceit pf 
unlawful conduct bv anv person, m connection with 
securities or securities transactions. 



if it satisfies alt parts of a four-part test. Part three of the test (Section 104(bX4)(DXiii)) provides 
that a Stale law will not be preempted if it 'does not effectively prevent a depository instituIiiHi, 
wholesale iinancial institution, or subsidiary or affiliate thereof from engaging in activities 
authorized or permitted by this Act or any other provision of federal law," This provision is 
Inconsistent with the express preservation of State securities law set out in section 104(d) 
because State securities enforcement action may properly and inlcntionally have the effect of 
prevenling such activities. Consequently, NASAA believes it is inappropriate and inconsistent 
with Section 104(d) to provide ihat such an effect is fatal to State law. To remedy this, NASAA 
suggests that the "and" at the end of Section l04(bX4XDXiii) be changed to "or." This would 
have the effect of changing the four-part preemption test into a preemption test with four 
alternative standards. In other words, a State law would avoid preemption if it met any one of 
the four standards set out in Section 1 04(bX4)(D]. rather meeting all four parts as is currently the 
case. NASAA believes (hat such an aliemalive standard is consistem with, and gives full effect 
to, the preservation of State securities enforcement authority set out in Section 1 04(d). 

2. Full Reguhlory Deference and Funclional Regulation. 

NASAA also appreciates the regulatory deference contained in Section 111, which woukl 
amend Section 5(c) of the Bank Holding Company Act of 1 956 to require banking regulators to 
defer to the Securities and Exchange Commission. State insurance authorities and State securities 
authorities under certain circumstances. To accomplish liill fiinctionBl regulation, NASAA 
suggests one minor change to proposed Section S(cXS) of the Bank Holdmg Con^Mny Act, 
which deals with the fiuictional regulation of securities and insunnce activities. Specifically, 
NASAA recommends that Section 5(cX5XB) be amended to iippiy Io broken, dealers and 
investment advisers required to be registered with State authorities, in Bdditi<m to applying to 
bntkers, dealers and investment advisers actually registered under State laws. New Section 
S(cXSXB) could read as follows: 
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the relevani Slate securities autborities with leganl u> all 
inteipretations of, and the enforcement of, applicable State 
securities laws (and rules, regulations, orden and other 
directives issued Ibncunder) telaling to the activities. 
conduct, and operations of brokers, dealers and investment 
advisers refisiered or required to be ^egij^CTp^ i 



Many State securities enforcement actions are diiecied against persons who are 
uni^stoed. llus proposed amendment would include such actions within the scope of required 
deference. This amendment would also make Section 5(cX5XB} more consineot with Ibe 
express preservation of State securities enforcement authority set oiu in Section 104(d) of H.R. 
10. 

3. Full FaDCtional Regulation of Secarilia Subsidiaries. 

NASAA iq)(veciates thai H.R. 10 moves towards functional regulation of 
securities activities. However, NASAA believes that Secton 124 of H.R. 10 contains a minor 
oversi^t, the correction of which will result in true Amctional regtilation in this section. 
NASAA respectfully suggests a minor amendment lo Section 124 of H.R. 10. Section 124 
would add to the Federal Deposit Insuiancc Act new Section 46 regarding the fimctional 
regulation of securities and insurance subsidiaries of insured depository instinnions. Currently, 
proposed new Section 46(a) provides in pertinent pail that a broker or dealer that is a subsidiaiy 
of an insured depository institution shall be subject to regulation under the Securities Exchange 
Act of 1934. In order to accomplish fttil fiinclional r^ulation, NASAA recommends that a 
refinence to State securities law be added to this Revision. A revised Section 46(a) could read as 
folbws: 

(a> Broker or Dealer Subsidiary. 

A tnoker or dealer that is a subsidiary to an insured 
depository institution shall be subject to regulation undo' 
the Securities Exchange Act of 1934 and State sfcuritjeg 
laws b the same manner and to the same extent as a broker 
or dealer that- 

This amendment accomplishes tiiU functional regulution and also serves to establish a 
level-playing field by ensuring Ihu subsidiary and non-subsidiaiy broko'-dealers are subject to 
the same set of complemeniary Stale lod federal securities laws. 

In. Kidition. in order to provide for complete functional regulation of securities 
subsidiaries, NASAA suggests that a provision regarding investment adviser subsidiaries be 
added. Such a provision could be added as new section 4^) aiul read as follows: 

(b) InvesmwiU Adviser Subsidiary. 

An investment adviser that is a subsidiary of an insiued depository 
institution shall be subject to r^ulation of the Investment Advisers Act of 
1940 and State securities laws in the same manner and lo die same extent 



It is important to note that the ftilure to add this suggested provision regarding 
investment advisers would resuh in significant ambiguity as to tbe appteci^e repilalion 
of inve stiUMU adviser subsidiaries. If this suggested provision is added, cucrent 
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For purposes of this secli<xi: 



with respect to Ibe lenn " invesinKiit adviser" 

(A) such teim shall have the same meaning as in lecticMi 
202(aXn) of the Investment Advisers Act of 1940 if the 
investment adviser subsidiary is registered with the 
Securities and Exchange Commission under section 203 of 
the Investment Advisers Act of 1 940; or 

(B) such term shall have the same meaning as defined in the 
Slate law of the Stale in which the investment adviser has 
its principal place of business if the investment adviser 
subsidiary is ineligible to register with the Securities and 
Exchange Commission under section 203 of the Investment 
Advisers Act of 1940 and is instead registered with 
appropriate state autliorities. 



The bifurcated definition of "investment adviser" is necessary because of the 
bifurcation in oversight resulting from the National Securities Markets Improvement Act 
of 1996. 

4. Notice of Prccmptiod of Certain State Provision*. 

Because NASAA's members are devoted to consumer protection, NASAA recognizes the 
importance of the consumer protection provisions contained in Section 176 of H.R. 10, which 
would add to the Federal Deposit Insurance Act a new Section 47 dealing with customer service 
attd education issues. In tight of the States' commitment to consumer protection and cxperierKe 
in administering securities laws, NASAA respectfiilly requests thu State se 
administrators be added to the consultation provisions in proposed new Section 47(aX3). 

In addition, NASAA is concerned that States will have neither notice of, rxn an 
opportunity to be beard on, the preemption of Stale law by the joint regulations prescribed by the 
federal financial institutions regulators. Specifically, proposed new Section 47(fX2XB) of the 
Federal Deposit Insurance Act provides that such joint regulations will preempt Slate law if the 
federal financial institutions regulators determine jointly that the "protection afforded by such 
provisions for consumers is greater Ihan the protection provided by a comparable provision" of 
State. While NASAA wholeheartedly agrees that the strongest consumer protection si ' 



Consequently, NASAA would respecifiilly request that publication in the Fedeni 
Register and a pidilic comment period be required. This could be accomplished by adding the 
following 10 the end of proposed new Section 47(fX2XB): 

Provided, however, thai such joint determination shall not be effective 
unless such joint determination is made alter notice of such joint 
determination is published in the Federal Register and subject to public 
comment for a period of not less than sixty days. 

5. The DcfinitMHi of "Broker." 

NASAA agrees completely with eliminating the blanket exemption for banks in the 
definition of "broker" under the Securities Exchange Act of 1934. However, NASAA remains 
concerned that the approach taken by Section 201 of H.R. 10 creates a scries of exceptions that 
swallow the general rule. NASAA's specific concerns are as follows: 
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a. Thitd-Party Brokerage Airangements. 

NASAA fully supports this exception, btn respectfully suggests that it can , - - 

by being moved in line with the existing standards in this area. In particular, in February 1998, 
the NatiMial Association of Securities Dealers ("NASD") "bank broker-dealer rule,' Rule 2350. 
took effect. In October 1998, the NASAA meraberahip approved Model Rules for Sales of 
Securities at Financial Institutions, which track NASD Rule 2350. Both NASD Rule 2350 and 
the NASAA Model Rules address the issues relevant to third-party brokerage anangements. 
namely; setting and physical separation, brokerage agreements and program management, 
customer disclosure and acknowledgment, communication with the public, aitd notice of 
termination. NASD Rule 2350 resulted af^ nearly three years of input from the banking and 
securities industries on how to properly regulate third party br<Acrage activities. Because NASD 
Rule 2350 repres ents a well-developed and well-reasoned qiproach, NASAA respectfully 
suggests (hat the third-pany brokerage arrangement exception as proposed in new Section 
3(aX'4XBXi) of the Securities and Exchange Act of 1934 be amended lo include either a cross 
reference to NASD Rule 2350 or a list of the exact provisions contained in NASD Rule 2350. 

b. Trust Activities. 

NASAA does not object to codifying that banks engaged in traditional trust activities are 
excepted from the definition of "broker." However. NASAA is concerned ihal proposed Section 
3(aX4XBXii)> AS drafted, permits banks to engage in activities exceeding those of traditional trust 
activities, without providing investors the protections of the federal and State provisioiu 
goveming the conduct of investment advisers. The effect of the proposed exception for certain 
trust" activities, including the extension of Ihe exception to an "other department that is 
r^ularly examined by bank examiners," coupled with the solicitation activities pennined under 
this exception, is lo pemil banks to solicit publicly advisory business from deposit-boldcn and 
non-deposit-holders, devoid of the substantive federal and Stale regulation under the securities 
laws. NASAA tespectfidly suggests thai the proposed limitless solicitation of advisoiy business 
be narrowed. 

The language regarding solicitation activities now limits the activities to those banks that 
do not "publicly" solicit brokerage business. NASAA wotild note that this language, while 
qipcuing to limit a bank's solicitation activities, now would permit banks' brokerage businesses 
to actively solicit deposit holders (in a non-public fashiim). 



(II) does not p M blia ly s olicit brokerage business, other than by 
advertising that it effects ttansadions in securities in conjunction 
with adveitisiiig its other tnst activities. 

c. Private Securities Offerings. 

NASAA respectfully believes that the excqjtion set out in proposed Section 
3(aX4XBXvii) falls short of establishing true funciionai regulation for private securities 
offerings, Doctimentcd sales practice abuses have occurred in private placement transactions, 
and investors need the assurance tliai the intermediary who is selling the security is trained and 
subject to the obligations applicable to other broker-dealers. To afford true fimctionai regulation 
in diis area, the securities should either be required to be sold through a registered broker-dealer, 
or in tile ahemadve, to at least require bulk employees to lake and pass the examination 
contemplated in Section 203 of H.R. 10, t^ch would add Section 15A(j) to the Securities 
Exchange Act of 1934. 

NASAA is pleased with Section 3(aX4XBXviiHII>. since NASAA believes that, lo the 
eioenl a bank maintains an afTiliatiDn with a broker-dealer firm, all private placements be 
efTected Ihroi^ that broker-dealer rather than throt^ the bank itself. However. NASAA would 
topectfiilly suggest that the existing language creates little incentive for a bank to establish an 
affiliation with a broker-dealer firm through whom to channel these securities transactions. 

NASAA believes that the registration and legulittny pntvisioas provided under the 
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Securities Exchange Aci of 1934, State provisions, and self-regulatory organizatioii rules ire 
critical components of the investor protection equation. Regujaiors use these provisifHts to 
monitor the activities of brokei-dealen and to sciecii out those entities and individuals tliat 
should not be pennitied to engage in the offer and sale of securities in our markets. NASAA is 
also concemed that, by excusing banks &am compliance with virtually all of the Securities 
Exchange Act of 1934 registcnd broker-dealers will suffer a significant competitive 
disadvantage wbea seeking to dtstribtite securities in a nonpidiUc ofFi^ng. 

d. De Minimis Exception. 

NASAA continues to oppose the de minimis exception in proposed Seciian 3(aX4XBXx). 
By allowing securities transactions to occur outside the established complementary St^e/federal 
securities oversight &amework, the exception is inconsistent with true functional regulation and 
creates an unlevel playing field. 



Underiying the de m 
to cany otil a certain fei 
customers. Accordingly, a de minimis exception based on the number of customers seems moK 
logical. FuidMT, "ciBtoams' are more easily counted. "Transactions' is an ainotpbous concept 
not generally d^ned in the securities laws. Contiision would certainly arise as to what activity 
consitnted a 'tranMctiiNL' 

In OHitrast, it te clear who constitutes a customer. Support for this qiproach can be 
leaned &ou the Iteioiud Semrities Markets Improvemem Act of 1996, where Congress defined 
is standatxls in lerms of people. 



Specifically, NASAA suggests thai the de minimis be st 



«, NASAA started with the fact that the de minimis exception is designed 
(Dow smaller, typically lural banks to undertake securities transactions as an accommodaticn 
and convenience for certain customers. Fnnn thai starting point, it is reasonable to assume that 
snail banks have about 2,000 customeis. Using the general banking industry guidelines thu 
20K of an institution's depositors accoimi for 80^ of an institution's deposits, there would be 
400 customers who would be larger depositors of a 2.000 depositor institution. It is safe to 
assume that these 400 larger depositors would be more likely to engage in securities transactions. 
And since the exemption is dnigned to be "de minimis" in nature, it would be reasonable to 
permit transactions for up to 100 or 2J%of ihosectistomers. 

Hius. NASAA would propose that the de minimis exemption read as follows; 

(x) De minimis Exception. 

The bank effects transactions in securities on behalf of not more than tOO 
customers in any calendar year; provided that such transactions are not 
effected by an employee of the bank who is also an employee of a broker 
or dealer, and provided fimher that prior to executing the tirat securities 
transaction in any calendar year on behalf of a customer under this de 
minimis exception, the bank obtains from the customer a written 
acknowledgement indicating the customer understands that the bank 
executing securities transactions on behalf of Ihe customer witMn the de 
""'""'" "• the federal definition of "broker", and the 
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t. Tkc importance of Registralion for Sales of Private Sccuritiei OlIieriBgi. 

NaSAA fully supports Section 203 of H.R. 10. which would add to the Securities 
Exchange Aa of 1934 Section I5A(j) requiring the NASD lo create a limited qualification 
category for an associated penon of an NASD member firm effecting nonpublic 
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. While this provision creates a limited tegistntion category for aasociated pcnoos 

of mcmbci fiims, it would presume such qualification if the same individual h^jpened to be 
distributing the same securities not for a broker-dealer but for a bank. 

It would appear that this provision is added to permit associated persons of NASD 
member firnis to engage solely in the distribution of securities through a noiqjublic offering 
without having to undcilake ^i registration as a registered representative. It is NASAA's 
observation that very few registered representatives engage solely in the distribution of private 
placements. Additionally, it would appear that bank employees would be "graDd^bered" from 
any examination requirement. However. Section 203 does not appear to require the 'rton- 
grartdfatheied" bank employees to satisfy any qualification requirements to distribute these 
securities. 

This provision would appear to place NASD member firms at a coii^)eti(ive disadvantage 
with banks in the private placeinent mulLet. It is assumed that, like other limited eumiiiatioDS. 
the examination is a 'subset" of the Series 7 examinatitni. Broka-dealer r ep re aenia iivea would 
be permitted to lake this limited examination. However, bank personnel efiecting the same 
transactions would not be required to take this examination, even though the conduct in which 
they would be engaged could be identical to thai of the broker-dealer representative. There exists 
no other provision of the federal securities lawsoiof H.R, 10 that would place any tequtmneiits 
or registration upon these bank peratmnel. To provide some miniinal pnKectiofis for the 
depositor/investor, NASAA believes it imperative for bank personnel to at (east be requited to 
take this limited qualifying examination. 

functional regulation would be to requite the 
on. but reqtiire associated penoos trftnemfaer 
fiims and bank personnel to take and pass this qualification examinalioa (or be qualified undei a 
more comprehensive examination, such as the Series 7) prior to efifecting I 
securities not involving a public offering. NASAA believes thai the foUowing U 
address this issue: 

(j) Registration for Sales of Private Securities Offerings. A 
registered securities association shall create a limited 
qiwiification category for any associated person of a 
member who effects sales as part of ajnimaiy offering of 
securities not involving a public offering, ptrrsuant to 
section 3(b), 4(2), or 4<6) of the Securities Act of 1933 Md 
the rules and regulations promulgated thercuader, jlull 
pennit any bank employee to take d>e umlificiinn 
examination required for this limited registration caiegoiY 
for purposes of section 3faV4VBVviii)nn of diis title, and 
shall deem qualified in such limited qualification caiegaiy, 
without testing, any bank employee wdio, in the six month 
period preceding the date of enactment of this Act, engaged 
m effecting such sales. 

As a practical matter, the NASD currently administers qualifying e 
individuals not associated with a member firm, and thus would ^>pear cqMble ' 
this new examination for members and non-members alike. For example, NASAA would note 
that individuals not afTiliated with a member firm could, in certain circumstatcea, sit for the 
Series 7 examination, which is owned jointly by the NASD and New York Stodt Exchange. 
NASAA would note thai little reason exists to excuse bank personnel ban sitting for a 
qualification examination as a prerequisite of effecting private securities transactions. It would 
ajipeai that the exception in pr(^)osed Section SCaX'IXBXvii) of ihe Securities Exchange Act of 
1 934 could be conditioned upon the transaction being effected either Ihrtnigh a registered broker- 
dealer or through a battk employee that has passed a qualifying examination: 



OIU is efTected solelv bv bank employees thai have aWained a 
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»ecti(inl5Aff>ofaii5litlenfthnHmhabrokerordealet:and 

flffifVI) effects tniHKticmi exclusively with qualified 

7. DefiutiM ud Treatncat of Baukiag Prodneu. 

NASAA fiiUy coacure with the removal of the concept of "derivalives" from the 
definitiDn of "traditional banking pixidua* set out in Section 205 of H.R. 10. This section now 
appnqxialely lists items id which banks have historically dealt. NASAA has one aditional 
investor prMeakn cocKxni with Section 205, and thai is that Section 205(aXSXB) would pennil 
lou pMOdpatiMis U> be sold to non-qualified investois. The sale of loan panici|»dons pesetas 
die appMtunity to shift the risk of bank loans, defaulting mortgages or insolvent boirowers onto 
inve$tan. Coosequaitly, only those investois meeting the financial stattdaids of being a 
"qu^ified investor' dnuld be rnTni"fd to purchase these jKoducts. 



that Section 20S(aXSKB) be d< 
Invcaton. 



As a Rsuh, NASAA respectftiUy ! 

8. GovcnHMBMl Eatiliei m 

In general, NASAA believes thK Ae definiticin of 'qualified investor," set out in Secti<m 
206 of H.R. 10, sets out hi ap ftopriatc standard for persons and entities who can "fend for 
themsdves" vAtea making mvestmenl decJMns. However, NASAA remains coitcemcd widi the 
relatively low threshold of SSO,000,000 in investments for govenmienial entities. 



Hiis relatively low st andar d and the absence of any required professional ittanagement 
pan of die definitioD, NASAA believa, inadequMe. Many state, county aitd local go 
pensioas are advised by vohmteas, or elected w ai^xnnied officials udw ate not p 



government 

I principally 

Requiring that professioiials manage die 



in securities mita alleging unsuitable lecommendalions or 



To remedy this problem, NASAA would re^ectfiilly suggest that governmental entities 
be treated as 'qinlified investors* oidy if a tegisteied broker-dealer, investment adviser, 
insurance compaiqr, or inswed dtfoatory institutioa professionally manages the investments. In 
the aliaiBtive, NASAA would respectfully suggest that this clarification of qualified investor 
be required to own and invest a greSer quantity of investments, such as S2Sb millicai. This 
higher tfaieshold would greatly increase the likelibood that profession^ advisers manage the 
portfolio, due to its size. Language adAessing this issue could appear as follows: 

(xiii) any govemmenta) or political si^Mlivision, agency or 
instrumentality of a govmmKni who owns and invests on a 
discretionary basis not less [l]_than S250.0O0.0OO 
t H l ifl fl O,QOO in investments, or (i[l than S50.000.000. 
provided i hi invi-am ents arc man aged bv (A^* a bank fas 
• ' ■- ...... is jubsecijop): (BBl a savings 

fined in section 3fb> of the 
Act). (CC1 a broker, dealer, or 



reeislered under the Investm ent Advisers Act of 1940 o 
with any stale, oi (EEI a foreign bank (as defined in section 
in>y7>of the International Banking Act of 19781. 

TrM FncdMnl Rcgalatiaa of Banks who act ■* Invciinicnt Advl 



To provide for true ftmctioiial r^ulaticm 



T persons providing investment advice to 



It Secbon 202(aXl 1) of the Invenmem Advisers Act of 1940, in 
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addition 10 Section 217 of H.R. 10. Just is advisers to investment companies should be nifaject 
to the substantive rcgulaloiy provisions of the Investment Advisers Act of 1940, NASAA 
believes it imperative that adviseis to mail clients be nibject to ^Jpropriaie fedoal and State 
provisions, regardless of whether the investment advice is ofkied by a bank or Doubwik adviser. 

Consistent with the exceptions for 'qualified investois," it would ^ipcar consisteni to 
permit banks to provide advice to "qualified investois" other than investmenl compani ea and still 
maintain the exception from the definition of 'invenment adviser' This exception wmild also be 
consistent with Ax private securities offering excepti<m in proposed Seoioa 3(aX^(B)(vii) 
discussed previously. NASAA's concem is that those advisers providing advice to retail clients 
be subject to even-handed and fair regulation at the local level. 

NASAA would respectfiilly suggest thai the proposed definition of 'investment adviser' 
be amended slightly as follows (this language assumes the amendment pn^xised at Section 217 
of RR. 10): 

(II) "Investment adviser" means any pcison who. for 
compensation ... but does not include (A) a bank, or any bank 
holding company as defined in the Bank Holding Company Act of 
1956 which is not an investment company, except that the term 
'investmeal adviser' includes any bank or bank holding company to 
the extent that such bank or bank holding company acts as hi 
investment adviser to a n^isteied investment company or to any 
person other than a 'Qualified invfflffi,' « that tenn is defined in 
section 3(aV55) of the Securities Exchange Act of 1934. but if. in 
the case of a bank, such services are performed through a 
separately identifiable department of division, the department or 
division, and not the bank itself shall be deemed to be die 
investment adviser . . . 



National Association of Insurance Commissioners 

April 22. 1999 
Honorable Tom Bliley 
Chairman 

Committee on Commerce 
2125 Rayburn HOB 
Washington, DC 20515 
Honorable JOHN D. DmCBLL 
Ranking Minority Member 
Committee on Commerce 
2328 Rayburn HOB 
Washington, DC 20515 



Gentlemen: HR ID. as passed by the House Committee on Banking and Financial 
Services, is very harmful to insurance consumers and the States. Consequently, we 
believe it is absolutely essential that the Committee on Commerce ezerdae its juris- 
diction over insurance matters to fix HR 10, and protect the American public fiMMn 
the dangers of unregulated insurance products in the mai^etplace. 

In its current form, HR 10 needlessly sweeps away State authcHi^ tised to regu- 
late the solvency and maricet conduct of insurance activitdes conducted by banks and 
traditional insurers that afUiate with them. If the Federal Kovemment prevents Uie 
States from supervising those insurance activities, they will not be regulated at all. 
There is no Federal guarantee program for instirance losses, so the costs of such reg- 
tilatory failures will fall directly upon policyholders, claimants. State guarantee 
funds, and State taxpayers. 

The NAIC requests that the Committee on Commerce correct the insurance r^u- 
latory problems in HR 10. To help accomplish that goal, State regulators are under- 
taking two important initiatives— <1) NAIC is providing the Commerce Committee 
with a packa^ of amendments to HR 10 that, if adapted, will adequately protect 
""""irance consumers and the States without impairing the goals of the bill's apon- 
i; and (2) NAIC and State r^ulators are commencing an inteimve, public cam- 
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paign to inform coDsumera, State oflidals, and Members t^ Congress regarding the 
nana that passage of HR 10 will cause. 

As an organizatioii of State ofUdidB responsible for protecting the public, the Na- 
tional Association of Insurance Commissioners (NAIC) pointed out the following se- 
rious flaws in HR 10 during our testimony before the House Banking and Pin^cial 
Set vices Committee on February 11, 1999. 

• HR 10 flatly proh^nts States from regulating the insurance activities of banks, 

except fw certain sales practices. There is no justification for giving banks an 
exemption from proper r^ulations that apply to other insurance providers. 

• HR 10 prcdiibits States from doing anything that might "prevent or restrict" 

banks trmn affllJating with traditional insurers or engaging in insurance activi- 
ties other than sales. This exceedingly broad standard undercuts ALL State su- 
pervisory authority because every repilation restricts business activi^ to some 
oegtee. HR 10*8 total preemptiiNi of State consumer protection powers goes for 
beyoad current law, and casts a dangerous cloud over the l<^timacy of State 
authori^ in counties situations having nothing to do with easing finaiwial in- 
tegration for commerdal interests. It could also throw into question the regu- 
latot; cooperation between State insurance r^ulators and Federal banlung 
agencies being achieved under current law, 

• HR 10 usee an Adverse impact" test to determine if State laws or regulations are 

preempted because they discriminate against banks. This unrealistic standard 
lails to recognize that banks are government-insured institutions which are fun- 
damentally difforent from oHim- insurance pioviden. Sound laws and rqnila- 
tions that are neutral oa their fkce and neutral in their intent would still be 
sutgect to preemption under such a standard. 
> HR 10 does not guarantee that State r^^ulators will always have equal standing 
in Federal court for disputes which may arise with Federal r^ulators. 
Frankly, we are ouite disappointed and concerned that the House Banking and 
Financial Services Committee chose not to fix these and other problems pointM out 
by NAIC. We were told that all parties affected by HR 10 will suffer a certain 
amotmt of pain, but nobody has informed insurance consumers that they are among 
thegnHips wbo will suffer when Stste Isws and regulations are preempted. 

"nw NAIC and State instvance r^ulators stron^y oppose HR 10 aa pasMd by the 
Banking and Financial Services Cmnmittee. Nor do we believe the public wul be 
complacent about the n^ative impact that HR 10 will have upon tne ssGety and 
soundness of financial products involving insurance, a unique product which is pur- 
chased to protect people during the times in their lives iraen they are most vumei^ 
aUe. 

The NAIC UxHa fm-ward to wwking positively and cooperatively with the Com- 
merce Committee and its Bilembers as you ptxmm your resptmsibilitiee on HR 10. 
We cannot— and will not— stand t^ sJlentiy if Hw piuh for HR 10 becomes a means 
tor effectively dereculatine the insurance activities of banks and the traditional in- 
surance pnmders who afnliata with them. The pidilic interest would not be served 
with that outcome. 
Sincerely, 

George M. Reidbr, Jr. 

Preiident, NAIC 
George Nichoi^, III 
Chairman, NAIC Committee on Financial SenieeB Modernization 
ce Honorable Hidiad G. 0x1^, Chairman 

Honorable Edolphus Towns, Ranking Minori^ Membw 

Subcommittee on Finance and Hasardous lilaterials 
Uranbers of the Committee on Commerce 

ABA Securities Association 

Apnl 21, 1999 
The Hcmorable Thomas J. Bliley, Chairman 
The Committeeim Commerce 
2125 Bayburn House Office Building 
U.S. House of Representatioes 
Washington. DC 20515 

Dear Chairman Buley: In this letter, the ABA Securities Association {"ABASA") 
respectfiilly submits its views oa the capital markets provisions in H.R 10, the Ti- 
naiw-ial Services Act of 1999," which the Commerce Committee is scheduled to con- 
sido- during the next month. ABASA is a separately-chartered subsidiary of the 
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American Bankers Aseodation ("ABA") that represents the banking orsanizations 
that are most actively involved in securities and capital markets. 

In general, ABASA strongly supports the existing capital markets provisions of 
H.R. 10. Among its many positive provisions are full securities underwriting and 
dealing authority for affiliates and subsidiaries of banks; removal of the existing 
prohibition on director, officer, and employee interlocks between banks aikl securi- 
ties firms; broadened "merchant banking" investment authority; increased authority 
for banks to underwrite and deal in municipal bonds; and an expanded definition 
of the types of financial activities in whidi bank holding companies would be per- 
mitted to engage. 

At the same time, H.R. 10 would significantly roll back the existing seeuritira law 
exemption from broker-dealer regulation that is now expressly applicable to all 
banks. The result would be that certain lawfid banking activities would be "pushed 
out," or exposed to puah-out, from the bank to a separate affiliate that was reg- 
istered and regulated as a securities broker-dealer. However, H.R. 10 recognizes 
that many of the traditional banking activities should not tngger brokerage reg- 
istration. H.R, 10 does this through a series of narrowly drawn exemptions fitmi 
push-out for ^lecific types of activities in which banks currently engage. 

ABASA has long oppoaed push-out provisions as costly, unnecessary, and incon- 
sistent with the fiind^ental purposes of financial services modernization. Despite 
this long-held position, ABASA has continually worked hard and in good faith to 
support a constructive compromise on push-outs that would help lead to passage <^ 
an overall bill that included the positive capital markets provisions described above. 
These efforts have included many worthwhilL orchanges with your Committee, the 
House Banking Committee, the Senate Banking Committee, the federal banking 
regulators, the Securities and Exchange Commission, and the Treasury Department 
In addition, at the request of House leadership in the 106th Congress, ABASA pai^ 
tidpated with our colleagues at the Securities Industry Association C^IA") in com- 
promise discussions regarding this same issue. 

Afler many years of these intensive discussions and negotiations, the result has 
been an extremely hard-fought and carefully-balanced cMnpromise involving sub- 
stantial concessions from all parties involved. The cmupromise replaces the esstiiig 
blanket exemption from push-out for all banking activities with a- set of spedfic sta^ 
utoiy exemptions for particular ^rpcs of banking activities that have been and will 
continue to be more appropriate^ regulated under the bankim laws than Uie secu- 
rities laws. Other existing banking activities not covered by Qie exemptions — such 
as retail securities brokerage — wo^ be pushed out to a broker-dealer. AU of these 
new exemptions are spelled out in detail in statutory language in order to provide 
market partidpants with some high degree of certainty. 

In this context, ABASA strongly supports the push-out provisions in the Senate 
Banking Committee's version of financial reform legislation. ABASA also continues 
to support the push-out provisions of H.R. 10 as reported by the House Bai^king, 
which, although involving more push-outs than the Senate version, is nevertheless 
consistent with the fundamental compromise described above. Indeed, it is our un- 
derstanding that the H.R. ID provisions are nearly identical to those included in the 
financial services legislative compromise that resulted at the end of 1998 from last 
year's negotiations amoi^ you and the Chairmen of the House and Senate Banking 
Committees, and that tlw SEC, while not aereeii^ to this version, made dear at 
the end of last year's debate that they would not strong oppose the final com- 
promise bill that included these provisions. 

Accordingly, ABASA urges the Commerce Committee to adopt the securities and 
capital maricets provisions in H.R. 10, induding the push-out provisions reflecting 
the compromise discussions from last year. We firmly believe Uiat the bard-fought 
compromise it reflects is an extremely delicate one, and that any significant depar- 
ture from it would jeopardize critical support for the overall legislation. 

Thank you for conudering our views. We look forward to working with you and 
your staff, and answering any questions you may hsve. 
Sincerely, 

The ABA SECintrriES Association 
cc: The Honorable John D. Dingell, Ranking Minority Member, 
Committee on Commerce 
The Honorable Michael G. Oxley, Chairman, 

Subcommittee on Finance and Hazardous Materials 
The Honorable Edolphus Towns, Ranking Minority Member, 
Subcommittee on Finaiice and Hazardous Matenals 
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The Honorable John D. Dinoell 
Banking Minority Member 
The Committee on Commerce 
2322 RHOB 

US. Houee of Repreaentatiues 
WaMngton. DC 205 IS 

Dear Rep. DingglL: The American Bankers Association Insurance Association, 
Inc., is writitu; regarding the insurance provisions in H,R. 10, which has been ap- 
proved by the House Banking and Financial Services Committee and is now pending 
in the House Commerce Committee. The ABA Insurance Association (ABAIA) is an 
afBUate of the American Bankers ABsociation. Its memben are the leading bankine 
OnRmizations in the United States involved in the business of insurance. 

While the insurance provisions in H.R, 10 are not perfect, ABAIA supports them. 
As approved by the House Banking Committee, the bul wouldpermit banks to afSli- 
ata wiUi an insurance ccMnpany or insurance agenn. Such afiUiates would be roeu- 
lated prindpally by the states, sutgect to an anti-tuscrimination standard intended 
to ensure that batus and their insurance affiliates are treated fairly. States would 
have the ri^t to review afiiliations between banks and insurance firms, and the 
federal banking regulators would be required to defer to the states in the examina- 
tioa and supervision of insurance affiliates. 

Hie insuraiice provisimis in H.R. 10 reflect a fragile compromise between the in- 
terests of the banking and insurance industries, state and federal regulators, and 
consumo^ "niese provisions, particularly Section 104, reflect months of negotiations 
between interested parties, including ABAIA, and we fear that a departure from 
them could cause the entire bill to unravel. Therefore, we urge you to maintain the 
oranpromise as it stands. 

We would, however, like to raise two matters, which are not within the scope of 
the insurance compromise. First, Section 176 of the bill directs the federal banking 
regulators to establish an "appropriateness" standard applicable to the sale of insur- 
ance by a bank. This is an und^ned standard, which we fear could lead to signifi- 
cant litiKatiiHi. Furthermore, it is a standard that would be applicable only to banks 
oigaged in the sale of insurance, not to insurance companies or agendes unaffili- 
ated with banks. Consumer confusion would be inevitable. Therefore, we recommend 
the elimination of this requirement, 

Secmid, Section 305 prohibits a national bank or a subsidiary of a national bank 
from underwriting or seUing title insurance, unless the bank or subsidiary was en- 
gaged in the activity prior to the date of enactment of the bill. This is an anti-com- 
petitive provision that simply has no place in a financial modernization bill. Title 
insurance sales, in particular, pose no safety and soundness throat to a bank or its 
depoeitttn. With this provision in place, a mortsage banking subsidiary of a national 
bulk could not sell title insurance lawfully underwritten by a holding company affil- 
iate. We uige the elimination of this anti-competitive, anti^consumer provision. 

Thank you tor your consideration of these views. 
Sincerely, 

ABA Insurance Association 



(WednsHUr, April 28, 1999— The Wall Street jDimui] 

SnriNG Pretty 
By S. Karene and David Weasel, Staff Reporters of The Wall Street Journal 

When Asia's economies hit the skids nearly two yeara ago, it looked like Down 
Under was soon to be down and out. 

After all, 60% of Australia's export goods were bound for Asia, many of them com- 
modities such as copper, nickel and aluminum, whose prices wero tumbling. Asians 
also accounted for about half the nation's foreign tourists, and hotels like the 
Radisaon Resort, alone the beach-strewn Gold Coast of Australia's eastern shore, 
soon reeled from a decUne in arrivals. Several private economists looked around and 
cut their growth forecasts. 

But Australia hasn't just avoided the Asian-Pacific downturn; it has roared ahead. 
While the economies of^most of its Asian trading partners contracted last year, Aus- 
tralia's oqtanded 6.1%, surpassii^ the U.S.'s 3.9% pace and making it one of the 
fasteat-ptiwing economies in the developed world. And 1999 is likely to be its eighth 
cmsecutive year of growth. 
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After a decade of unflatteriDg comparisons to Asia's once-booming econoinies, Aus- 
tralia now is basking in prais« from the most unlikely sources— including the pnmd 
Singaporeans who had looked down on Australians as poor cousins. 
Tortoise vs. Hare 

During a visit to Australia last month, Singapore Prime MiniHter G«h Chok Tong 
recalled the fable of the tortoise and the hare, ukening Australia to the tortoiae who 
surprises the Asian hares by winning the race. "Australia has a good record ov«r 
the past 15 years or so" of polides that "have given an underpinning to the counta^,' 
Mr. Goh said. "In many parts of Asia, we were concentratinf; on fast growth, quidc 
infrastructure, but forgetting the fundamentals." 

What accounts for AustraliB's success? Equal parts good fortune and good man- 
agement 

Australia's central bank had be^un cuttmg interest rates for domestic reasons a 
year before the Asian crisis began m July 19&7, so there was a strons dose of stimu- 
lus in the country's economic pipeline. Moreover, the nation had weathered an 
Asian-style banking aft in the 1980s; by the mid-1990s, Its banks had been rebuilt 
and its regulators were battle- hardened. 

"The one, two and three main reasons that Australia isn't in the contagicm is be- 
cause of the strength and soundness of the banking system." says Robert Jobs, an 
American banker recruited in 1993 to him around Westpac Banking Corp., one of 
Australia's biggest banks, after it nearly collapsed under bad debt 

On the management front, Australia let its dollar float freely back in 1983, so it 
had no rigid exchange rate to defend, as did such countries as South Korea and 
Thailand, which tried unsuccessfully and expensively to tie their currencies to the 
U.S. dollar. Once the Asian crisis was afoot, its central bank — in contrast to that 
of neighboring New Zealand — read the situation correctly, and didn't tightjn mmw- 
tary policy to shore up its currency. 

Meanwhile, Australian exporters — which deregulation and privatization had 
forced to become more nimble — diverted their wares from sinking Asian econiHnies 
to healthier ones elsewhere. When the South Korean market went sour, for example, 
Qantas Airways redeployed aircraft on more promising Indian routes. As Indonesia's 
economic crash hammered sales of live cattle there, Australian producers b^an 
wooing buyers In Mexico and Libya. All told, Australia's sales of goods to Asia, in- 
cluding Japan, slid 6% last year, in value terms, from 1997, while exports to the 
U.S. and Europe climbed 34% and 42%, respectively. And its total expcnts of goods 
and services rose in 1998, by a modest 2%, to 114.9 billion Australian dollars 
{US$74.56 billion), 

AustraUa's floating dollar apparently has allowed it "to sail almost unscathed 
through the Asian crisis," says Paul Krugman, an international economist at the 
Massachusetts Institute of Technology. In a new book, he asks; "If Australia could 
so easily avoid getting caught up m its neighbors' economic catastrophe, iriiy 
couldn't Indonesia or South Korea ao the same?" 

His cootn)versial answer The financial markets have a double standard. When 
the currency of a country in which they have confidence, say Australia, plunges, 
they see it as an excuse to buy; the country benefits, and the markets gooa opinioB 
is confirmed. When the same thing happens elsewhere — in Indonesia, for example — 
investors flee, the country suffers, and tne market's bad opinion is ratified. 

But John Edwards, chief economist of Hon^ongBank of Australia Ltd., contends 
that the answer lies in the structural changes Australia has made. "They weren't 
the reason we grew, but they were the reason we weren't a victim of the Asian cri- 
sis, although we shared a number of characteristics of countries that were victims." 
These include a heavy foreign-debt load and a relatively big defldt in the mnvnt 
account, a gauge of trade in goods and services, plus certain fund transfers. 



gist in Singapore. 

Of course, the story isn't over yet Economic growth is likely to slow in the months 
ahead, though the IMF is predicting better than 3% growth for 1999, and Aus- 
tralia's already large trade deficit is widening. 

However, for all their differences in geography, natural resources, history and cul- 
ture, Asia's economies might have learned something by studying Australia's mis- 
takes of the 1980s. 

Long before Asia overdosed on easy credit, Australia had done much the same 
thing, though on a smaller scale. It deregulated its financial sector and, in 1985, 
opened the doors to 16 foreign banks. Hungry for mariiet share, the new competitors 
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&om abroad lent readily, which spurred lendinr at the four big domestic banks, in- 
cluding Westeac. Real-estate [>rices soared, and a crop of higlulyinK entrepreneura 
emei^d, including Perth businessman Alan Bond, with his flagsliip Bond Con>. 
Holdings Ltd. Bj' the early 1990b, a recession had pricked the asset bubbles, tb. 
Bond's empire collapsed, owing creditors $10 billion, and he now is in jail for cor- 
porate miadeeda. Regulators say troubled debt now amounts to 1% of ttie outstand- 
ing loans of all banks in Australia, down sharply from a 1992 peak of 10%. 

Before the 1980b crisis, the science of assessing credit risk '^ust didn't exist" in 
Australian banking, says Les Phelps, executive general mana^r of the nation's 
bank regulator. In its wake, banks such as Westpac moved to unplement a better 
risk-management system and provide greater disclosure, and relators added staff, 
increased the fi-equenn of bank visits, and standardized and tightened definitions 
of such things as troubled assets. 

"After the disasters of the cowboy era, everybody got religion," says Mr. Joss, who 
recently left Westpac to become dean of Stanford Universi^s business school. "Cor- 
porate oalance sheets are much healthier in Australia today than they were six or 
oght years ago." As both equity and debt capital got scarcer, Australian companies 
had to manage resources better, something tliat Asian companies must learn to do, 
he says. The government, too, is in bettn Bnandal shape today, having recivdM 
a budget surplus, excluding asset sales, last year and predicting another surplus for 
the fiscal year ending in June. 

As a result, Australia was better prepared than some other economies when Thai- 
land's 1997 devaluation set off a chain reactioa that turned growth in Asia into re- 
cession. Not surprisingly, the Australian dollar fell, losing 25% of its value as. the 
crisis deepened. The currency, which had been at 80 U.S. cents in late 1996, weak- 
ened to 74 cents after Thailand devalued, and touched bottom at 55 cents after Rus- 
sia's default and devaluation in August 1998. 

Inside the Australian central bank, however, poUcy makers concluded that the 
country's dollar would have to stay weak for at least six months before a resultbu! 
rise in import prices would stoke inflation. Betting correctly that the currency would 
rebound, the bank, unlike many of its counterparts, didnt tighten monetaiv policy, 
though it spent US$2,5 billion, 20% of its hard-currency hoard, to buy ue Aus- 
tralian dollar in an effort to stem selling that was deemed mostly "speculative." Its 
wager paid off; the Australian dollar has been hovering around 63 U.S. cents, and 
inflation has been steady at around 1.6%. 

Central bank chief Ian Macfarlane remains cautious, however. "We had been ex- 
pecting a noticeable slowdown, and we still are," he says. "But it will be a stowing 
off a much higher basis than we formerly thought," 

What happened in New Zealand, whiui also overhauled its economy in the 1980s, 
underscores the importance of Mr, Macfarlane's policy decision. New Zealand's cen- 
tral bankers had been tightening monetary policy timmgh the end of 1996 to cool 
inflationary pressures, and began easing in early 1997, But partly out of fear that 
the weakening New Zealand dollar would stir up inflation. It didn't ease quickly 
enough — and a recession ensued, 

"We'd probably have eased more if we'd actually had a realistic understanding" 
of the magnitude of both the Asian crisis and a drought that hurt local agricultural 
producticHi, says Donald Brash, New Zealand's central banker. Still, Mr. Brash 
thinks that berause of the time it takes for such changes to affect an economy, mon- 
etary polity would have needed to be "much easier in 1996" to stop New Zealand — 
whose economy now is ^wing again — firom sliding into recession in early 1998. 

But propelling a capitahst economy forward takes more than strong banks and 
central bilkers who are prepared to risk a weakening currency. It also takes busi- 
nesses that can and do respond when the world around them cliangea. 

Fw years, Australian businesses and workers had struggled to cope with the dis- 
mantling of poUdes that, in the government's view, were restraining the Australian 
economy. Tiuiff barriers protecting Australian industries were stripped away. The 
rigid national wage-setting structure that had governed pay has moved toward a 
productivity-based system of labor agreements reached at individual, companies. Air 
ta^vel, electridty and telecommunications have been opened to competition. 

The changes were painful and controversial, but tiie resulting flexibility now is 
yielding benefits. 

Take, for example, Zip Heaters (Aust) Pty. Ltd., Sydney, which makes instant 
water heaters for hot drinks. Like many other Australian manufacturers, Michael 
Croudi, chairman of the dosely held company, which employs about 200, dedded 
in the mid-1980s to look outside Australia to build his business. Zip now exports 
to about 20 countries, deriving 66% of its earnings from overseas. Indeed, Mr. 
CrcMch boasts that several world leaders, induding British Prime Minister Tony 
Blair, use Z^; Mr. Blair's office wouldn't comment, dting a standing policy. 
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Before the Asian crista, Zip waa exporting about 10% of its output to Asia. That 
fieure has been halved, but Zip has shifted its focus to the buoyant British market, 
where Mr. Crouch says sales have more than offset the Asian slump. 

Over the past five ^ears, deregulation has cut his business costs — helping trim 
20% off Zip's energy bills, for example. But Mr. Crouch credits Austialia's low intei^ 
eat rates — Australian companies can borrow at about 5% to 6% — and its flradble ex- 
change rate as the biggest factors in his company's favor. "I can't empha^ze enou|^ 
how important that has been to Australian manufacturers," he adds. 

Mr. OxLEY. I thank the gentleman. 

The gentleman from Oklahoma, Mr. Largent. 

The gentleman from Illinois, Mr. Shimkus. 

The gentleman from New York, Mr. Lazio. 

Mr. Lazio. Just briefly, Mr. Chairman. I want to thank you for 
the wonderful work you did last year for removing the H,R. 10. 
This is another sign&cant opportunity for the committee to step 
forward and to affirm the evolution of the marketplace. I think in 
many ways that is exactly what H.R, 10 is. We are affirming the 
evolution of the marketplace. The demand is driving the inte^*a- 
tion of financi£il services, and if there is any doubt about that, cer- 
tainly the Citigroup merger was a reaffirmation of the fact tiiat 
there is enormous demeind for risk products through the insurance 
affiliates, securities products to fulfill the hunger for the capital 
needs throughout the world, and banking products which in many 
ways are defying our ability to defme them in pure terms. What 
is a derivative? What is a mortg£ige-backed security? It is partly a 
risk instrument, partly an investment instrument; certainly in 
many ways a security instrument. 

So I wzmt to compliment you, Mr. Chairman, and I want to com- 

S>liment Chairman Greensp£ui for his constructive and sustained ef- 
brts both in the Beinking Committee and Commerce Committee. 
This has developed into an important partnership and has brought 
us to where we are on the verge of providing the framework for the 
21st century for our American financial services enterprises to 
thrive throughout the world and to meet the demand in insurance 
and securities and banking. 

Mr. OxLEY. I thank the gentleman. 

[Additional statements submitted for the record follow:] 



Thank you Mr. Chairman. I am pleased that Federal Reserve Chairman Green- 
sp&Ti is aole to join us today to discuss financial services modernization, an issue 
that has become a perennial topic for this committee. 

I am an ardent supporter of financial modernization and believe this legislation 
is necessary to allow America's banking and financial services to compete in the 
global market. Financial services legislation is needed to repeal the Depression-era 
Banking laws created in response to a decade of financial loss, the crash tS the stock 
market, and numerous bank closures. These laws, including the Bank Holding Com- 
pany Act and the Glass-Steagall Act, separated banking and insurance activities, 
and banking and securities activities, respectively. 

It was believed that banks, whose main function is to protect the customer's fi- 
nancial holdings, should not engage in risk-oriented financial services such as secu- 
rities and insurance. At the time, this separation of activities was expected to pre- 
vent fiiture bank failures incorrectly attributed to involvement in securities. In tact, 
many bank failures during this era were not a direct result of securities activity but 
rather this mishandling d' deposits by the banks themselves. Mr. Glass recognized 
this and attempted to repeal hjs own legislation only one year later. 

There is now widespread consensus that banks, securities fiiTos, and insurance 
companies should be afforded the opportuni^ to consolidate their services to provide 



«GooQle 



23 

cuatomera one-stop shopping for financial products. However, I share Chaimuui 
Greenspan's reservations about allowing these services to be provided through an 
operatiiig subsidiary of a bank holding company. 

Although the banking laws of the 1930 s may have been misguided in their at- 
tempts to rectify the economic crisis that existed, I believe the financial 



•k financial holding company. A financial holding company provides multiple finan- 
cial services to consumers while separating the high risk securities and insurance 
activitiea from the federally insured banking activity. 

Furthermore, if we are to maintain the current regulator? standards over bank- 
ing, securities and insurance products, functional regulation must be a key compo- 
nent of financial services legislation. Specifically, the regulation of securities by the 
Securities and Exchange Commission and the regulation of insurance products by 
state insurance agencies is vital to providing consumers the most sound financial 
services available. 

Again, I thank Chairman Greenspan for appearine before this subcommittee 
today and I commend Chairman Blil^ and Chairman Ozley for their leadership on 
this issue. As a new member of the House Commerce Committee, 1 look fonrard to 
addressing H.R. 10, the Financial Services Act of 1999, more closely and creating 
a reform package that will provide consumers comprehensive and afibrdable finan- 
cial services. 



tuni^ to submit opening remarks for today's hearing onH.R. 10, the Financial K 
enmation Act 

Neariy 70 years has passed since Congress enacted laws governing the financial 
services indtutiy. Although these laws have served our country well Or many years, 

e could have envisioned the global and technologically sophiatieated miancial 

' ' "lat exists today. 

J services manetplace is evolvi^ at a fast and furious pace, and the 
- - . y of services offered by financial institutions challenges the capacity of the 
existing r^ulatory structure to meet market needs while safeguarding consumers. 

After many years of debate on this issue, I hope that this Congress will enact a 
finanrial modemizatitm bill that will benefit consumers while ensuring that our fi- 
nancial services industry can operate efficiently, competitively and suurely in the 
21st century. 

H.R. 10 is now before this committee. As we move this legislation forward, 1 hope 
that the members of this committee wiU not lose sight of tl^ needs of local commu- 
nities, especialhr underserved urban and rural neighborhoods. In our pursuit to 
modernize the financial services system, we need to make sure it works for all com- 
munities. 

As we all know, the future of our local communities, and the Communis Rein- 
veatment Act (CRA) in particular, has been a key issue in legislative efforts to over- 
haul our nation's outdated laws governing the finandal services industiy. 

I am very pleased that the House Banking Committee reported out a bill that pre- 
aerves CRA and elands it to cover the new wholesale financial institutions estab- 
lished in H.R. 10. OlA has proven to be necessary and effective. 'This law has chan- 
neled over $680 billion in reinvestment dollars for home loans, small business devel- 
^ment and economic revitalization programs in low-income uriian and rural neigh- 
borhoods across our country. 

I thank Chairman Alan Greenspan for being here today, and I also want to take 
this opportunity to applaud bim tor his testimony about the success of CRA before 
the House Banking Comniittee in Februaiy. To quote Mr. Greenspan, CRA has 
"v^ significantiy increased the amount of credit thafs available in the commu- 
niti^ and if one looks at the detailed statistics, some of the changes have really 
been quite profound." 

I would also be remiss if I did not say that 1 am appalled by Senator Gramm's 
attonpt to scale back CRA, and limit its impact The bill that Senator Gramm 
pushed through the Senate Banking Committee would exempt more than 60% of all 
banks nationwide, and almost 76% in Wisconsin. 1 strongly oppose this legi^ation, 
and will oppose any bill that weakens CRA. 

As this committee meets once again to consider a rewrite of our nation's financial 
s laws, we have an opportunity to preserve and expand CRA. Although I un- 
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derstand that it will be difficult to push through an^ dianges that would expand 
CRA-like obluationa to insurance companieB,. securities fitms, mortgage firms and 
other financial companies allowed to affiliate with banks, I still plan to pursue these 

These issues are veiy important to address because H.R 10 would permit the un- 
precedented conglomeration of banks, securities firms, and insurance companies. 
These huge financial conglomerates would be allowed to shift their activities from 
banks to CRA-exempt affiUstes and subsidiaries. Therefore, banks would hdve fewer 
resources to make home and small business loans to low- and moderate income com- 
munities. 

Mr. Chairman and Mr. Dingell, I sent over three proposals to the Democratic staff 
a few weeks ago that I hope you will consider including in the financial moderniza- 
tion markup vehicle you present to the members of this committee. Thev seek to 
ensure that community remvestmeot keeps pace with the mtgor structural changes 
that would occur in the banking and broader financial services industry as a result 
of H.R. 10. 

I would like to submit copies of each of these proposals for the record along-with 
my written testimony. Two of the proposals were offered by Rep. Luis Guiterrei dur- 
ing the House Bankuig Committee markup of H.R. 10. One concerns a data disclo- 
sure requirement for insurance company affiliates of banks, and the other expands 
CRA to non-bank affiliates that make loans or engage in banking activities. 

The third proposal is one that 1 offered during a Banking Committee markup irf 
H.R, 10 in tne 105th Congress. It passed in committee as an amendment to H.R 
10, but was not in the version of H.R. 10 that came up for a floor vote. It would 
establish an Advisory Council on Community Revitalization that would make rec- 
ommendations to Congress on how to meet the capital and credit needs of under- 
served conununities in the wake of financial modernization. 

I would also like to submit for the record a copy of a proposal that 1 finished 
drafting yesterday. It simply calls on the federal financial regulatory agencies to 
conduct a study to examine the impact that H.R. 10 would have on the Community 
Reinvestment Act if enacted. If the regulators determine that the law has had an 
adversarial impact on CRA, they would have the authority to issue regulations ad- 
dressing the problem. This proposal is not controversial, and makes common sense. 
As you may know, the Banking Committee approved version of H.R. 10 already in- 
cludes a provision requiring a study on the impact H.R. 10 would have on small fi- 
nancial institutions. 

I hope that every member of this committee will support the preservation of CRA, 
and will strongly consider the proposals I have submitted for considM^tion today. 
They will help ensure that in our effort to update our antiquated banking laws uid 
bring the U.S. financial services system into the 21st century that we do not leave 
our communities behind. 

Mr. OxLEY. We now turn to our sole witness for today, the Hon- 
orable Alan Greenspan, the Chairman of the Fed. 

Mr. Greenspan, again, welcome back to the committee, and 
thank you for your good work in this and many other areas. 

STATEMENT OF HON. ALAN GREENSPAN, CHAIRMAN. BOARD 
OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM 

Mr. Greenspan. Thank you very much, Mr. Chairman. I would 
particularly like to thank the committee for the invitation that 
gives me the opportunity to present the views of the Federal Re- 
serve on the current version of H.R, 10. Last year I testified at 
length before this committee on many of the issues related to your 
deliberations on this legislation. In tiie interest of time, I thought 
it might be best if I limit my formal comments to the critical issue 
of whether the important new powers being contemplated are exer- 
cised in a financial services holding company through a nonbank 
affiliate or in a bank through its subsidiary. 

Let me be clear. We at the Federal Reserve strongly support the 
new powers that would be authorized by H.R. 10. We believe that 
these powers, however, should be financed essentially in the com- 
petitive marketplace and not financed by the sovereign credit of the 
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United States. This requires that the new activities be permitted 
through holding compaiiies and prohibited through banks. To do 
otherwise is potentially a step backward to greater Federtil sub- 
8idi2ation and eventually to more regulation to contain the sub- 
sidies. I and my colleagues accordingly are firmly of the view that 
the lonx-term stability of U.S. financial markets and the interests 
of the American taxpayer would be better served by no financial 
modernization bill rather than one that allows the proposed new 
activities to be conducted by the bank as proposed by H.R. 10. In 
that regard, we join Congressman Dingell in his remarks with re- 
spect to that issue. 

Government guarantees of the banking system provide banks 
with a lower average cost of capital than would otherwise be the 
case. The subsidizea cost of capital is achieved through lower mar- 
ket risk premiums on both insured and uninsured debt and 
through lower capital than would be required by the market if 
there were no government guarantees. Tne lower cost of funding 
^ves banks a distinct competitive advantage over nonbank finan- 
cial competitors. 

Under H.R. 10, the subsidy that the govenmient provides to 
banks as a byproduct of the safety net wmild be direcuy transfer- 
able to their operating subsidiaries to finance powers not currently 
permissible to the bank or its subsidiaries. We should be clear how 
the subsidy would Unk directly to an operating subsidiary. Becaiise 
of the subsidy, the funds a bank uses to invest the equity of its 
subs are avauabte to the bank at a lower cost than that of any 
other potential investor, save the U.S. Government. Thus, operat- 
ing subsidiaries under H.R. 10 could conduct new securities, roer- 
cnant banking and other activities vntii a government subsidized 
competitive advantage over independent firms that (»nduct the 
same activity. 

H.R. 10 does not contain provisions that effectively curtail the 
transfer of the subsidy to operating subsidiaries or address this 
competitive imbfilance. Hie provisions of H.R. 10 that would re- 
quire the deduction of such investments from the regulatory capital 
of the bank, after which the bank must still meet the regulatory 
definition of 'Svell-capitalized," attempt but fail to limit the amount 
of subsidized funds that an individual bank can invest in its sub- 
sidiaries. What matters is not r^ulatory capital, but actual or eco- 
nomic capital. The vast majority of banks now hold significantly 
more capital than regulatory definitions of "well-capitalized" re- 
quire. Tnis capital is not "excess" in an economic sense that is 
somehow available for use outside the bank. It is the actual 
amount required by the market for the bank to conduct its own ac- 
tivities. Tlius, deductions from regulatory capital would in no way 
inhibit the transfer of the subsidy from the bank to the subsidiary. 

Some have argued that the subsidy transference to the subsi<U- 
aries of banks is no different from the transfer of subsidized haak 
dividends through the holding company parent to holding company 
affiliates. The direct upstreaming of dividends by a bank to its 
holding company parent that in turn invests the proceeds in sub- 
sidiaries of the holding company, while legally permissible, in fact 
does not occur. The empirical evidence indicates that, on net, at the 
largest organizations— ihat is, over $1 billion in assets — there has 
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been no financing of a bank's holding company affiliates with sub- 
sidized equity of the associated bank. 

The dividend flows from banks to their parent holding companies 
have been less than the sum of holding company dividends, interest 
on holding company debt, and the cost of holding company stock 
buybacks, a substitute for dividends. All of that part of the subsidy 
reflected in earnings has flowed directly to investors. 

That bank dividends are not used to finance holding company 
subsidiaries should not be surprising. It simply is not in the inter- 
est of the consolidated banking organization to increase bank divi- 
dend flows beyond parent company capital-servicing needs because 
the resulting decline in bank capital would increase fiinding costs 
of the bank. 

Research at the Federal Reserve indicates that over the past 
quarter century, for the largest banks tiie cost of uninsured bank 
funds has tended to rise as a bank's capital ratio fell and vice- 
versa. This is just what one should expect. As the risk-absorbing 
equity cushion feills, the risk for uninsured creditors rises. The flow 
of dividends from the bank to the parent holding company reduces 
bank capital. That reduction in turn reduces the risk buffer for un- 
insured creditors, increasing the fiindii^ costs of the bank on all 
the uninsured liabilities by more, the data show, than the small 
subsidy transference of funding the additional equity investment in 
the affiliate. 

Thus, were a bank holding company to finance its nonbank affili- 
ates from bank dividends, that is, to directly pass on the bank sub- 
sidy to the holding company afHliates, the profitability of the con- 
solidated organization would decline. If there were no net costs to 
the bank from upstreaming dividends to its parent for afHIiate 
fimding, it would be the prevalent practice today. It is not. In 
short, the subsidy fippears to have been effectively bottled up in the 
bank. The Federal Reserve Board believes that this genie would be 
irreversibly let out of tiie bottle, however, should the Congress au- 
thorize wider financial activities in operating subs. Subsidized eq- 
uity investments by beuiks can be made in their own subsidiaries 
without increasing funding costs on all of the bank's uninsured li- 
abilities because the consoUdated capital of the bank would not 
change in the process. When a bank pays dividends to its parent, 
the bank shrinks, and its capital declines. When a bank invests in 
its subsidiary, its capital remains the same. 

None of this is relevant today since the activities authorized to 
bfuik subsidiaries cannot differ from those available to the bank 
itself under current law. Hence, there is no additional profit to the 
overall banking organization in shifting existii^ bank powers to a 
subsidieuy — the activity would receive tiie same subsidy in the sub- 
sidiary as it now gets in the bank. But H.R. 10 would currently 
permit activities not now permitted in the bank. Those activities, 
when performed in bank subsidiaries and financed with subsidized 
bank equity capital, would increase the potential profit to the over- 
all banking organization. It would also inevitably induce the gravi- 
tation to subsidiaries of banks, not only of the new powers author- 
ized by H.R. 10, but all of those powers currently financed in hold- 
ing company affiliates at higher costs of capital than those a^^- 
able to Uie banks. 
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How important is this subsidy? Even today when losses in the fi- 
nancial sj^tem and hence the value of the subsidy are quite low, 
the cost of debt capiteil to banks still averages 10 to 12 beisis points 
below that of the parent holding companies. That difference in 
bond ratings today between banks and the holding companies, let 
alone the larger diiference between banks and other financial insti- 
tutions, is a significant part of the 20 to 30 basis point gross mar- 
gin on an A-rated or better investment grade business lo£ms, more 
than enough to significantly change lending behavior if it were not 
available. 

Business loan markets are particularly competitive, and hence 
there is Uttle leeway for a competitor with higher funding costs to 
pass on such costs to the borrower. For example, the weakened 
credit standing of the Japanese banks has engendered a risk pre- 
mium that these entities have paid and today would have to pay 
to fund their U.S. affiliates. This has required them to sharply re- 
duce their business loan volume in the United States. Japanese 
bank branches and agencies in the United States have reduced 
their share of business loans from over 16 percent of the total U.S. 
mftrket in 1995 to less than 11 percent today. 

In short, the subsidy is a critical competitive issue in competitive 
markets. Allowing the bank to inject Federal subsidies into uie pro- 
posed new activi^es could distort capital markets and the efficient 
allocation of both financial and real resources. New affiliations, if 
Eillowed through banks, would accord them an unf£ur competitive 
advantage over comparable nonbank firms. The holding company 
structure, on the other hand, fosters a level playing field within the 
financial services industry contributing to a more competitive envi- 
ronment. 

Mr. Chairman, in addition to our concern about the extension of 
the safety net that would accompany the widenii^ of bank activi- 
ties through operating subsidiaries, the Federal Reserve Board is 
also sensitive to the implications of operating subsidiaries for the 
safety and soundness of the parent bank. Most of the new activities 
contemplated by H.R. 10 would not be accompanied by unusually 
high risk, but they could imply more risk. Although, to be sure, di- 
versificadon can reduce that risk, tYie losses that would accompany 
riskier activities from time to time would feill on the insured bank's 
capital if the new activities were authorized in baiik subsidiaries. 
Such losses at holding company affiliates would fall on the unin- 
sured holding company. This is an important distinction for the de- 
posit insurance funds and potentially the American taxpayer. This 
potential for loss and bank capital depletion is another reason for 
ureing that the new activities be conducted in a holding company 
affiliate rather than in a banking subsidiary. 

H.R. 10 is supposed to virtually eliminate this concern. The Of- 
fice of the Controller of the Currency has Eisserted that it would 
order an operating sub immediately to be sold or decleired bankrupt 
and closed before its cumulative losses exceeded the bank's equiW 
investment in the failing sub. Combined with the provision of H.R. 
10 a4]ustii^ regulatory capiteil for investment in subs, this provi- 
sion is intended to cap the effect on the bank of subsidiary loss to 
the amount of the bs(nk's original investment. Since that amount 
would have already been deducted from the bank's regulatory cap- 
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ital, the ffiilure of a subsidiary, it is maintained, could not affect 
the regulatory capitfd of the bank. 

We had extensive experience with attempts to redefine reality by 
redefining regulatory capital in the thrift industry in the 1980's. 
This approach was widely viewed as a m^or mistake whose echoes 
we are still dealing with today. Economic, as opposed to regulatory, 
capital of the bank would not, as I have already noted, be chained 
by this special regulatory capital accounting, and such deductions 
from equity capital would not be reflected under GAAP. 

Perhaps more to the point, it seems particularly relevant to un- 
derline the losses in financial markets — large losses — can occur so 
quickly that regulators would be unable to close the failing operat- 
ing sub as contemplated by H.R. 10 before the subsidiary^ capital 
ran out. Indeed, losses might even continue to build, producing 
negative net worth in the subsidiary. At the time of closure of a 
subsidiary, there is nothii^ to prevent the total chaises for losses 
against the parent bank's regulatory capital from exceeding the 
prior deduction required by H.R. 10. Ana closure and bankruptcy 
can and will be tied up in courts during which time the bank's cap- 
ital and name are at risk. Our experience following the stock mar- 
ket crash of 1987 — when a subsidiary of a major bank not only lost 
more than the bank's investment in its sub, but the bank was un- 
able to dispose of the subsidiary for several years — underscores the 
seriousness of such concerns. 

While contemplating movements in stock prices, let me note that 
merchant banking is potentially the most risky activity that would 
be authorized by H.R. 10, and would be especially risky for the in- 
sured bank if permitted to be conducted in bank subsidiaries. 

Let me close, Mr. Chairman, by noting again that the Board is 
a strong advocate of financial modernization in order both to elimi- 
nate the inef!iciencies of the current Great Depression r^ulatory 
structure emd to create a system more in keeping with the tech- 
nology and markets of the 21st century. We strongly support the 
thrust of H.R. 10 to accomplish these objectives. Equally as strong- 
ly, however, we also believe that the new activities should be au- 
uiorized for beuiks through the holding compsmy structure. That 
structure, especially for the new activities, also has the significant 
benefit of promoting effective supervision and the fiuictional regu- 
lation of different activities. The holding company structure, alone 
with the so-called "Fed-lite" provisions in H.R. 10, focuses on and 
enhances the functional regulation of securities firms, insurance 
companies, insured depository institutions and their affiliates by 
relying on the expertise and supervisory strengths of different func- 
tional regulators. 

Thank you very much, Mr. Chairman. I request that my full re- 
mfirks be included for the record. 

[The prepared statement of Hon. Alan Greenspan follows:] 



I would like to thank the Committee for the opportunity to present the views of 
the Federal Reserve on the current version of Hll. 10, the approach to fiTm nrisI 
modernization most recently approved by the House BankinK Committee. Last year, 
I testified at length before this Committee on many of the issues related to jrour 
deliberatioiu on this legislation. Our views have not changed on the need to mod- 
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emize our banking and financial system, on consolidated supervision, on the empha- 
sis on reduced regulation, on the unitary thrift loophole, and especially on continu- 
ing to prohibit banks fi*om conducting through their subsidiaries those activities 
that they are prohibited to do themselves. In the interest of time, however, I 
thought It might be best if I lim it my formal comments only to the latter, that is, 
the setting of the underlying structure of American banking in the 21st century. The 
issue is wnether the importent new powers being contemplated are exercised in a 
financial services holding company through a non-bank af^ate or in a bank 
through its subsidiary. Such a decision would be of minor significance, and decidedly 
not a concern of l^slators and regulators, if banks were not subsidized. 

We at the Federal Reserve strongly support the new powers that would be author- 
ized by H.R. 10. We believe that these powers, however, should be financed essen- 
tially in the competitive market place, and not financed by the sovereign credit of 
the United Stetes. Tliis requires that the new activities be permitted tliroi^ hold- 
ing companies and prohibited through banks. 
Operating Subsidiaries 

The Board believes that any version of financial modernization legislation that au- 
thorizes banks to conduct in their subsidiaries any activity as principal that is pro- 
hibited to the bank itself, is potentially a step backward to greater federal subsituza- 
tion, and eventually to more regulation to contain the subsidies. I and my col- 
leagues, accordingly, are firmly of the view that the long-term stabili^ of U.S. fi- 
nancial markets and the interests of the American taxpayer would be better served 
by no financial modernization bill rather than one that allows the proposed new ac- 
tivities to be conducted by the bank, as proposed by H.R. 10. For reasons 1 shall 
discuss shortly, the Board is not dissuaded from this view by provisions that have 
been incorporated in H.R. 10 to address our concerns. 

Subsidies. Government guarantees of the banking system — deposit insurance and 
direct access to the Fed's discount window and payments system guarantees — pro- 
vide banks with a lower average cost of capitel than would otherwise be the case. 
This subsidized cost of capital is achieved mrough lower market risk premiums on 
both insured and uninsured debt, and through lower capital than would be required 
by the market if there were no government guarantees. The lower cost of fiinding 
gives banks a distinct competitive advantege over nonbank financial competitors, 
and permite them to take ^ater risks than they could otherwise. 

The safety net subsidy is reflected in lower equity capital ratios at banks, that 
are consistently below those of a variety of nonbank financial institutions. Impor- 
tantly, this is true even when we compare bank and nonbank financial institutions 
with tlie same credit ratings: banks with the same credit ratings as their nonbank 
competitors are allowed by the market to have lower capitel ratios. While the dif- 
ferences in capital ratios could reflect difierences in overall asset quality, there is 
little to suggest that this factor accounte for more than a small part of Uie dif- 
fbrence. 

Under H.R. 10, the subsidy that the government provides to banks as a byproduct 
of the safety net would be directly transferable to their operating subsidiaries to fi- 
nance powers not currently permissible to the bank or its subsidiaries, liie fimds 
a bank useA to invest in the equity of ite subs are available to the bank at a lower 
cost than that of any other potential investor, save the United States Government, 
because of the subsidy. Thus, operating subsidiaries under H.R. 10 could conduct 
new securities, merchant banking, and other activities with a government sub- 
sidized competitive advantege over independent firms that conduct the same activ- 
i^. That is to say, the use of the universal bank structure envisioned in H.R. 10 
means the transference of the subsidy to a wider range of financial businesses, pro- 
ducing distortions in the competitive balance between those latter unite that receive 
a subsidy and identical unite that do not — whether those unite are subs of hdding 
companies or totally independent of banking. 

H.R. 10 does not contain provisions that effectively curtail the transfer of the sub- 
sidy to operating subsidiaries or address this competitive imbalance. The provisions 
of H.R. 10 that would require the deduction of sutm investmente from the r^ulatory 
capital of the bank (after which the bank must still meet the regulatory definition 
of well-capitalized) attempt, but fail, to limit the amount of subsidized fiinds that 
an individual bank can invest in ite subs. What matters is not regulatory capital, 
but actual or eeonomic capitel. The vast mEu'ority of banks now hold significantly 
more capital than regulatory definitions of "weU -capitalized" require. This capital is 
not "excess" in an economic sense that is somehow available for use outside the 
bank; it is the actual amount required by the market for the bank to conduct its 
own activities. The actual capital maintained by a bank is esteblished in order to 
earn the perceived maximum risk-adjusted rate of return on equi^. Unless this op- 
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timum economic capital ia equal to, or leas than, regulatory capital, deductions from 
reguIatoiT capital would in no way inhibit the transfer of the subsidj' frMn the bulk 
to the subsidiary. 

Some have argued that the subsidy transference to subsidiaries of banks is no dif- 
ferent from the tranafer of subsidized bank dividends throu^ the holding comsanr 
parent to holding company afBliates. The direct upstreaming of divid^tdslbT iD^t 
to its holding txnnpanjr parent that in turn invests the proceeds in subsicnarus of 
the holding company, while legally permissible, in fact does not occur — and tar good 
reasons, as 1 wul «q>lain below. In the 1990'8, dividend flows from bai^s to utrir 

S Brent holding companies have been less than the sum of holding company divi- 
ends, interest on holding CMnpany debt, and the cost of holding company BtoA huj 
backs, a substitute for £vidends. Thus, the empirical evidence indlcatos that, on 
net, at the lugest (nvanizations there has been no financing of a btmk'a hdding 
company affiliates with subsidized equity of the associated banks. All of that paA 
of the subsidy reflected in earnings has flowed to investors. (There are a few large 
individual institutions that have, in some years, upstreamed dividends in exceaa of 
investco" payments, but the cumulative amounts are very small and the conclusions 
are unchaiu^.) 

That bank dividends are not used to finance holding company subsidiaries should 
not be surprising. It simply is not in the interest of the consoliaated banking organi- 
zation to increase bank dividend flows beyond parent company capital-servicing cash 
flow needs because the resultant decline in oank capital would increase funding 
costs of the bank. Research at the Federal Reserve indicate that, over the past 
quarter of a century, for the largest banks the cost of uninsured bank fiuids has 
tended to rise as a bank's capital ratio fell and vice-versa. This is just what uu 
should expect; As the risk-absorbing equity cushion falls, the risk for uninsured 
creditors rises. The flow of dividends from tlie bank to the parent holding compan* 
reduces bank capital. That reduction, in turn, reduces the nsk buffer for uninsured 
creditors, increasing the funding cost of the bank on ait the uninsured liabilities t^ 
more — the data show — than the small subsidy transference of flinding the oddi- 
lional equity investment in the affiliate. 

Thus, were a bank holding company to finance its nonbank affiliates from bank 
dividends — that is, to directly pass on the bank's subsidy to the holding company's 
affiliates — the profitability of the consolidated organization would dedme. If tto« 
were no net costs to the bank from upstreamtng dividends to its parent for affiliate 
funding, it would be the prevalent practice today. In short, the sub^y appean to 
have been effectively bottled up in the bank. The Federal Reserve Board nelievM 
that this genie would be irreversibly let out of the bottle, however, should the Con- 
gress authorize wider financial activities in operating subs. Subsidized equity in- 
vestments by banks can be made in their own subsidiaries without increasing fund- 
ing costs on all of the bank's uninsured liabilities because the consolidated capital 
of the bank would not change in the process. But since the activities authorized to 
banks' subsidiaries cannot dtfTer from those available to the bank itself, there is no 
additional profit to the overall banking oiganization in shifting bank powers to a 
subsidiaiT. 

But H.R. 10 would permit activities not now permitted in a bank. Those activities, 
when performed in bank subsidiaries and financed with bank equity capital would 
increase the potential profit to the overall banking organization. It would ^so inevi- 
tably induce the gravitation to subsidiaries of banks, not only of the new powers 
authorized by H.R. 10, but all of those powers currently financed in holdii^ com- 
pany affiliates at higher costs of capita than those available to the bank. H.R. 10 
thus effectively authorizes all holding company powers to be funded in the bank at 
fimding costs significantly lower than the funding costs of its holding company. 

For the 35 of the 50 largest bank holding companies for which comparisons are 
available, ratings on debentures are always somewhat higher at the bank than at 
the holding company parent and, of course, higher ratings translate into lower inter- 
est rates. As might be expected, the data show that the value of these differences 
in bond ratings is higher during periods of market stress, when subsidies are more 
valuable, because the market is more risk sensitive. But even today, when losses 
in the financial system are quite low, the cost of debt capital to banks still averages 
10 to 12 basis points below that of the parent holding companies. That difference 
'i bond ratings today between banks and bank holding companies, let alone the 



larger difference l>etween banks and other financial institutions, is a significant part 
of the 20 to 30 basis point groea manpn on A-rated or better investment grade busi- 
ness loans — more than enough significantly to change lending behavior iifit were not 



available. 

Business loan markets are particularly competitive, and hence there is Uttfe lee- 
way for a competitor with higher fiinding costs to pass on sudi costs to the bor- 
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rower. For example, the weakened credit standiiig of the Japanese banks has engen- 
dered a risk premium that these entities have paid — and today would have to [lay — 
to fuiod their U.S. afBliates; this has required tnem to sharply reduce their business 
loan volume in the United States. Japanese bank branches and agencies in the 
United States have reduced their share of business loans from over 16 percent of 
the market in 1995 to less than 11 percent today. 

Id short, the subsidy is a critical competitive issue in competitive markets. Allow- 
ing the bank to iigect federal subsidies into the proposed new activities could distort 
capital maAets and the efficient allocation of both tinandal and real resources. New 
aftiliations, if allowed through banks, would accord them an unfair competitive ad- 
vantage over comparable nonbank firms. The holding company structure, on the 
other hand, fosters a level playing field within the financial services industry, con- 
tributing to a more competitive environment 

Safety and Sountbiess. In addition to our concern about the extension of the safety 
net that would accompany tiie widening of bank activities through operating sub- 
sidiaries, the Federal Reserve Board is also sensitive to the implications of operatu^ 
subsidiaries for the safety and soundness of the parent bank. Most of the new activi- 
ties contemplated by H.R. 10 would not be accompanied by unusually high risk, but 
they t»uld miply more risk. The Board believes these activities add the potential 
for new profitable opportunities for banking organizations, but it is almost alwavs 
the case that the more potentially profitable the activity, the riskier it is. Althou^, 
to be sure, diversification can reduce that risk, the losses that would accompany 
riskier activities from time to time would fall on the insured bank's capital if the 
new activities were authorized in bank subsidiaries. Such losses at holding company 
affiliates would, of course, fall on the uninsured holding company. This is an i^ppi^ 
tant distinction for the deposit insurance funds and potentially the taxpayer. This 
potential for loss and bank capital depletion is another reason for ur|^ing that the 
new activities be conducted in a holding company affiliate rather than in a banking 
subsidiary. 

H.R. 10 is supposed to virtually eliminate this concern. As I earlier noted, the 
bank's equity investment in the bank subsidiary under H.R. 10 would be deducted 
from the bank's reguialory capital, with the requirement that the remaining regu- 
latory capital still meet the well-capitalized standard. At the same time, the OCC 
has asserted that it would order an operating sub immediately to be sold or declared 
bankrupt and closed before its cumulative losses exceeded the bank's equity inveatr 
ment in the failing sub. Combined with the provision of H.R. 10 a^justinc' regulatory 
capital for investinent in subs, this provision is intended to cap the effect on the 
bank of subsidiary losses to the amount of the bank's original investment. Since that 
amount would have already been deducted from the bank's regulatory capital, the 
failure of the subsidiaiy, it is maintained, could not affect the regulatory capital of 
the bank. 

The Board is concerned that this regulatory accounting approach, that does not 
address the actual capital of a bank, could provide a false sense of security. We had 
extensive eiqierience with attempts to redefine reality by redefining regulatory cap- 
ital in the thrift industiy in the 1980's. This approach was widely view«l as a meyor 
mistake whose echoes we are still dealing with today. Regulatory capital at the time 
soon began to mean nothing to the market, and, as a consequence, Congress in 
FDICIA ordM«d the banking agencies to follow Generally Accepted Accounting Prin- 
ciples (GAAP) whenever possible. In the current context, there is— as in the 1^0*8 — 
no reason to believe the new regulatory definitions will change the reality of the 
market place. Economic, as oppo^ to regulatory, capital of the bank would not, as 
I have noted, be changed by this special regulatory capital accounting and such de- 
ductions from equi^ capital would not be reflected under GAAP. It is the econtani- 
cally taare relevant GAAP statements to which uninsured creditors of hanka VoA 
when deciding to deal with a bank, and they will continue to do so after finandal 
modernization. Bank creditors will, in any event, continue to view the investment 
in the bank subsidiary as part of the capital protecting their position — for the sim- 
ple reason that it does. If they see the economic and GAAP capital at the bank de- 
clining as operating sub losses occur, they will react as any prudential credited 
should— regardless of artificial regulatory accounting adjustments or regulatory 
measures of capital adequacy. 

Perhaps more to the point, it seems to me particularly relevant to underline that 
looses in financial markets— large losses— can occur so quicklv that regulators would 
be unable to close the failing operating sub as contemplated by H.R. 10 before the 
subsidiaries capital ran out. Indeed, losses might even continue to build, producing 
negative net in>rth in the subsidiary. At the time of closure of a subsidiary, there 
is nothing to prevent the total chafes for losses against the parent banks r^u- 
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laXixy capital from eueedins the prior deduction required bjr H.R. 10. ■ Our oroeii- 
ence fbllowing the stock mantet crash of 1987 — when a subsidiary of a m^or bank 
not only Lost more than the bank's investment in its aub, but the bank was unaUe 
to dispose of the subsidiary for several years — underscores the seriousness t^ such 



H.R. 10 would exclude firam permissible bank subsidiaries onl^ insurance under- 
writing and real estate development One of the pemiisBible activities is mercliant 
banking, which does not have a long or significant 20th century histoiv in this coun- 
try. Merchant banking currentljr means the nMOtiated private purchase of equi^ 
investments by finnnnal institutions, with the ottjective of selling these pomtions at 
the end of some interval, usually measured in yean Merchant banking has beccnne 
so important an element of full service investment banking in this country, so much 
so that to prohibit bank-related investment banks from participating in these activi- 
ties would put them at a competitive disadvantan. liie Board has consequently 
supported merchant banking as an activity of a holding company subsidiary, but be- 
lieves it is potentiallv the roost risky activiW that would be authorized by H.R 10, 
and would be especially risky if permitted to oe conducted in bank subddiaries. 

BSriaHng law p^mits some limited exceptioits to the otherwise prohibited outright 
ownership of equity by banks and their subsidiaries, but these are quite limbed 
*- -"- -Q Uie agpvgate and in the kinds of busiDesses in which eoui^ can be pur- 



sioned by H.R. 10, would place no sut^ limits— either per firm or in tot^ Tlie po- 
tential rewards for such eouity investments are substantial, but such potential gains 
are the mirror image of tiie potential for substantial loss. In addition, poor equi^ 
performance generally occurs during periods of weak nationwide economic perform- 
ance, the same intervals over which l»nk loan portfolios are usually under pressure, 
raising concerns about the compounding of bank problems during such periods. 



Fu/ictionai Regulation 

The holding company structure— especially for the new activities— also haa the 
significant benefit of womoting effective supervision and the functional r^[ulation 
of different activities. The holding cmnpaiiy structure, along with the so-called Ted- 
Ute" provisiMiB in H.R. 10, focuses on and oihaaces the fimctitmal regulatdcm (X se- 
curities firms, insurance companies, insured depositee? institutions and their dlBli- 
ates by relying on the expertise and supervisory strengths of different fimctional 
regulators, retfiidng the potential buideiMome overlap of regulation, and providing 
for increased coordination and reduced potential for conflict amoi^ ninctional r^u- 

Bxecutive Branch Prengativea 

There is a final punt I w 

recent opposition to financi „ , _, 

universal bank model. It is not necessary to adopt the universal bank model in order 
to preserve the executive branch's supervisory authori^ for national banks at fM- 
eirA savings association^ nor is it neceesaiy in order to preserve the share of this 
nation's bankins assets controlled by naticnial banks and federal savings associa- 
tions. In fact, the share of assets controlled by national banks is predominant and 
growing, in part the result of tiie enactment of interstate branchiiw authorities, an 
initiative the Federal Reserve fiilly supported. As shown in the tables in the appen- 
dix to mjr statement, national tmnk assets have increased in each of the last tnree 
years while state bank assets have declined over the past two years. As ofyear-end 
1998, 58.5 percent of all bankinE assets were under the supervision of the Comptrol- 
ler of the Currency, up from a uttle over 56 percent at the end of 1996. As the sec- 
ond toble clearly suggests, the largest banks, espedally those with laige branching 
systems, tend to be national banks, providing a tUstinct advantage to national banks 
in an environment of interstate branching. 

Furthermore, Conmss for sound public policy reasons has purposefully appor- 
tioned responsibili^Tor this nation's nnandal institutions among the elected execu- 
tive brancn and independent regulatory agencies. Action to alter these responsibil- 
ities would t>e contraiy to the deliberate steps that Congress has taken to ensure 
a proper balance in the regulation of this nation's dual banking system. 

■ Moreover, should creditors of the subeidiBry duow to attempt to recover their funds from 
the bank paroit, the renuTsl of dw Iom ehaqted against the bank's capital could occur onlv 
«4iai a court has afBrmed both the bankrupt^ ana the rqaction of the claims on the bank 
made by the ■utiudiacy's cnditors. This proceu could and would talu some time, during which. 
•ven if the court eventualiy found fbr dw bank and^r the regulator, Further keses by the sub- 
sidiary could eoDtiQue to imping on Ihe bank's capital. And, again, the point is that the bonk 
would have been at risk during mat interval 
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Summing Up 

The Board is a ste>Dg advocate of financial modernizatioii in order both to elimi- 
nate the inefEciendes of the current Great Depression regulatory structure and to 
create a system more in keeping with the tcchnolt^y and markets of the 21st cen- 
tury. We strongly support die thrust of H,R. 10 to accomplish these objectives. 
Equally as strongly, however, we also believe that the new activities should not be 
authorized for banks through operating subsidiaries. We believe that the holding 
company structure is the most api>ropriate and effective one for limiting transfer of 
the Federal subsidy to new activities and fostering a level olajring fiela both for fi- 
nancial firms affiliated' with banks and independent firms. It mil also, in our judge- 
ment, foster the protection of the safe^ ana soundness of our insured banking sys- 
tem and the taxpayers, enhance functional regulatitm, and achieve all of the t»ene- 
fits of financial modernization for the consumer and the financial services industry. 

Table 1 — Net Change in Commercial Bank Assets from De Novos, Mergers, and Charter 
Conversions 

Assets It Billions) 
199S-1998 
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Table 2 — Percent Distribution 
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Table 2 — Percent Distribution — Continued 
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Mr. OXLEY. Without objection, so ordered. We thank you for your 
testimony, Mr. Chairman, and the Chair will begin the question- 
ing, even though it appears that we have both the red and the 
green light on. 

As you know, the Banking Committee made some changes in the 
operating subsidiary Ismguage from the bill that peissed the House 
last session. It is my understanding that the product that came out 
of the Banking Committee preserved in the operating subsidiaiy 
the securities underwriting and merchant banJdng segments and 
indeed eliminated insurance underwriting from within the op sub. 
Your view on their efforts is what? Is that a good start towEird re- 
moving the operating subsidiary language toteilly? What is your 
opinion of what the Banking Committee did? 

Mr. Greenspan. Mr. Chairman, I think that having both securi- 
ties and merchant banking in operating subsidiaries as the struc- 
ture is envisaged in H.R. 10 creates a very serious problem for tiiie 
structure of American banking as we enter the 2l8t century. A 
number of people have looked at this question of the operating sub 
versus affiliate issue either as a matter of turf between the "^as- 
ury and ourselves or strictly as a marginal question of an option 
that a banking organization should be allowed to make judgments 
on for business reasons. It is not a turf issue, it is a fundamental 
issue with respect to how the United States wishes to restructiu* 
its regulatory appetratus, given the extraordinary changes that are 
now currently under way in the technology oi finance which is 
going to have a very dominant eSect on how financial services are 
created and delivered to consumers and to business. 

If there were no subsidy involved in this issue, Congress, indeed 
no one, should question the freedom of individual business organi- 
zations to make business judgments as to where they put particu- 
lar organizations. This is not a choice. If given the opportunity, any 
sensible banlwr confronted with a lower cost of capital in an oper- 
ating subsidiary than in a nonsubsidized organization would not 
consider that a choice. There is only one possibility. You put it in 
the sub of the bank. And that, in my judgment, will create signifi- 
cant corrosion to what has been a superb financial system that has 
developed in this country. 
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Mr. OxLEY. You stated in your testimony that you felt that the 
subsidy amounted to about a 10 to 12 basis points advantage. Was 
that based on a study that the Fed conducted? And if you could 
perhaps give us a little better detail as to how that study was con- 
ducted. 

Mr. Greenspan. Mr. Chairman, why don't I include for the 
record — what we did is we really tabulated for 35 bank holding 
companies the credit rating given to the debentures of the holding 
company Euid the credit rating given to the major beuik of that 
holding company. What we found is that in no cases did the bank 
holding company have as good a rating as the bank, and in some 
cases the difference was more than just marginal. But I will in- 
clude those data for the record. 

[The information referred to follows:] 

As part of our ongoing research into the size of the safety-net subsidy, the at- 
tached tables summarize work by Federal Reserve staff to measure the difference 
in borrowing costs between the lead bank in large banking organizations and the 
holding company parent. Since 1990, the interest rate on long-term debt issued by 
the lead bank has averaged about 10 basis points less than the interest rate on com- 
parable debt issued by the bank holding company; on an annual basis, this funding 
cost advantage for the bank has rang^ froin about 6 to 9 basis points in recent 
years up to 14 basis points in 1990 and 1991. 

The calciilation of this difference in borrowing costs is done in two steps. The first 
step compares Moody's rating on long-term debt issued by the lead bank and by the 
parent holding company for all of the top 50 banking organizations that have rat- 
ings on comparable debt for both entities. This comparison can be done for 36 of 
the top 50 organizations. As shown in table 1, the bank debt carries a higher rating 
than tiie holding company debt in every case. The difference averages about IV* rat- 
ing 'Notches', where one notch represents the difference between, for example, debt 
rated Al and A2. The second step translates the IVt notch difference into the im- 
plied borrowing cost advantage for the lead banks. We do this using annual Moody's 
indexes of interest rates on bonds at various ratings within the investment-graide 
range. Table 2 displays this borrowing cost advantage in each year since 1990. 

l^e notes to tables 1 and 2 provide further information about the calculations. 

Table 1 
Debt Ratings of Top 50 Bank Holding Companies and Their Lead Banks 
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Table 2 
Funding Cost Advantage foi Lead Banks Relative to Bank Holding Companies 
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Mr. OxLEY. Without objection, that will be made part of the 
record and we appreciate that. Let me just end with one question. 
As my memory serves me, throughout the 1980's, the Treasury con- 
sistently opposed expetnded powers for operating subs. What, in 
rmr estimation, is the reason that Treasury may have changed or 
^ould say has obviously chained their minds in that regard? 

Mr. Greenspan. Well, that is factueilly correct. Indeed, having 
been involved in many endeavors jointly with Treasury to create a 
financial modernization bill, we never mflered on that question. So 
that Treasury in a certain sense had been even more strongly 
against operating subs than we. 

I don't wish to make judgments as to why this Treasuty has 
come to the position that it has. That is a question, I think, most 
appropriately put to the Secretary of the Treasury when you have 
him up here. I don't want to try to characterize his Etnswer because 
he can do it better than I. 

Mr. OxLEY. Thank you, Mr. Chairman. The gentleman from New 
York, Mr. Towns. 

Mr. Towns. Thank you very much, Mr. Chairman. The Treasury 
has criticized Japan for having extensive subsidies and conflicts oT 
interest in their financial system and has encouraged the Japanese 
to adopt a holding company structure for their banking system. 
Why isn't this good advice for the United States? 

Mr. Greenspan. Well, again. Congressman, I think that ought to 
be directed to the Secretary of the Treasury. 

Mr. Towns. But I just want to draw from all of this knowledge 
that you have and I ain't want to pass up this opportunity. 

Mr. Greenspan. Well, having heard me for tne last 20 minutes 
or 80, I don't want to bore you with repeating a lot of what I have 
said previously, sir. 

Mr. Towns. Moving on, then, let me ask you this. Is it really pos- 
sible that an operating subsidiary could lose more than the capital 
of the parent bank before regulators could close the operating aub- 
sidiary? 



yGooQie 



37 

Mr. Greenspan. No, it wouldn't lose more capital than the p£ir- 
ent bank. That would be a Herculean task. But it surely could lose 
more than the capital of the subsidiary itself, meaning more than 
the capital that the parent bank would invest in the sub. And I 
think that is the crucieil issue. That is, there is a presumption that 
it is easy to insulate the parent hank from losses in the sub. Our 
experience specifically in the case which I indicated in 1987, and 
in a lot of other related issues, is that is wishful thinking. When 
we are in a financial crisis, depository institutions, whether they 
are subs or £mything else, have relatively low capital. They are 
highly leveraged institutions. And you can run through that capital 
in a rapidly changing market faster than a hot knife goes through 
butter, and the notion that we regulators have the capsicity to fend 
that off I think is misplaced. 

Mr. Towns. Could you explain the wholesale financial institution 
provision, how it works? 

Mr. Greenspan, There has been, as I am sure you are aware, 
Congressmem, a fairly m^or expansion in wholesale banking and 
a demand for a lot of sophisticated services that occurs as a con- 
sequence of the really quite dramatic chsmge in technology that has 
occurred over the years. So there is essentisdly some form of in- 
creased demand for an institution which would be a wholesale 
bank. It will be regulated and has the characteristics under H.R. 
10 of a regular commercial bank with the sole exception that it is 
not insiu^d by the FDIC and cannot accept deposits below 
$100,000. So it is essentially a wholesale institution which is essen- 
tially a bank. 

Mr. Towns. Thank you. In the last Congress, this committee re- 
ported legislation that included provisions allowing the SEC to be 
a holding company, regulatory, or a broker that owned a relatively 
small b^ik. Do you have any objection to this provision? 

Mr. Greenspan. None whatsoever. Indeed, as I recall, we testi- 
fied I think exactly in that regard to this committee a year ago. In 
any event, should a large securities firm purchase a small hank, 
the presumption that somehow the Bank Holding Company Act 
should be applicable in the sense that it currently is envisaged sort 
of makes no sense. I mean, our view basically is that the oversight 
of the financial services holding company in that type of situation 
almost surely should be the securities firm, not the bank. 

Mr. Towns, Thank you very much Mr, Chairman, 

Mr. OXLEY, The gentleman's time has expired. The gentleman 
from Ohio, Mr. Gillmor. 

Mr. Gillmor. Thank you very much, Mr. Chairman. I would like 
to pursue, Mr. Chairman, a couple of questions on the concept of 
"too big to fail" as it functions as a practical matter. The bigger the 
institution, it gets special treatment, and I think it basically 
amounts to a subsidy by smaller and medium institutions. To what 
extent in looking at mei^ers do you consider that, if at all? 

Mr. Greenspan. Congressman, you are raising one of the really 
more difficult supervisory problems that we at Federal Reserve 
have. 

We are acutely aware that almost by definition a merger creates 
larger institutions and should the larger institution fail at some 
point, it clearly could have significant contagion effectii in the fi- 
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nancial system and those systemic concerns obviously are crucial to 
us. 

The answer is yes, we do look at the issues £uid we try to envis- 
age how, should that institution run into difficulty, we would create 
a responsible hquidation, one that would not undercut the safety 
and soundness of the overall system. It is a very difficult issue. 

The presumption, however, that we will just automatically bail 
out large institutions is false. Were we actually to make tmit an 
issue of policy, I think we would find that the efficiency of the 
American bamdng system, which is really quite impressive, would 
deteriorate. Our issues face not on the question of how to keep the 
organization in place, but how you create a degree of structured liq- 
uidation so that the pieces are taken apart in a manner which does 
not create difficulties for the rest of the system. 

In any event, we don't look at it as an issue of too b^ to fail 
We look at it as an issue of very difficult to liquidate. If the mar- 
kets presumed that we really did have a too big to fail policy in 
this country, the ratings on bank debentures, even though they are 
higher than bfuik holding compemy debentures, are nowhere near 
the rating you would give to a U.S. Treasury issue or an orcaniza- 
tion essentially guaranteed directly or indirectly by the U.S. Gov- 
ernment. There is still a pretty big gap there which implies, fortu- 
nately, that the markets realize Uiat an institution cannot be too 
big to fail. 

But the question you raise makes it more difficult for us and we 
have spent a considerable amount of additional time looking at 
those larger institutions in the context of the type of principle that 
I just enunciated. 

Mr. GiLLMOR. One of the things that I have been working on has 
been an amendment which would require that that be one of the 
factors that would be considered. Ana I am just wondering if you 
would have — I would like to get that language to you when we get 
it finalized but I am wondering if you would have any strenuous 
objection to that concept since, as you indicate, you are already 
looking at that to a degree. 

Mr. Greenspan. Congressman, I really don't think that it is leg- 
islatively necessary. We have all the legislative powers that are re- 
quired to implement that particular issue. And £is far as I can 
judge, not only the Federal Reserve but all of the other supervisory 
oiganizations, both banking and otherwise, are acutely aware of 
the issue that you raise, and it is hard for me to imagine that that 
is not an issue that is continuously on the table. 

Mr. OXLEY. The gentlemsm's time has expired. 

Mr. GiLLMOR. Thank you, Mr. Chairman. 

Mr. OxLEY. The gentleman from Michigan, Mr. Dingell. 

Mr. Dingell. Mr. Chairmsui. I thank you. I have here before me 
something that I am very interested in because it tells me that the 
Japanese have chosen the route of holding companies rather than 
operating subs. Is that because the banks in Japan are very weak 
and the Japanese found that not only the bankii^ system but the 
financial system is weak and they are choosing the stronger of the 
two courses which would give them a better chance of a strong sys- 
tem and a better chance to an eEU-lier recovery? 

Mr. Greenspan. I would say yes to both questions, yes. 
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Mr. DiNGELL. Mr. Chairman, I ask unanimous consent that this 
be inserted in the record at the appropriate place. 
Mr. OXLEY. Without objertion. 
[The information referred to follows:] 

[Tuaday, April 27,1999— The Will Street Joumi]) 

Daiwa Secubities Becomes Holding Firm 
By Jathon Sapsford, Staff Reporter of The Wall Street Journal 

TOKYO — Daiwa Securities Co. Monday became the first globally recognized Japa- 
nese corporation to restructure under a holding-company format, reviving a business 
custom once banned by U.S. occupiers after World War II. 

It is a strategy the world will be hearing more of from Japan. Businesses in near- 
ly eveiy industry — banking, telecommuiucations, technolo^ and manufacturing — 
have said they are looking at remaking themselves as holoing companies and then 
turning their divisions into subsidiariea as a way of cutting costs. 

Daiwa is the first big company to take the plunge. "I believe that the conventional 
(Japanesel style ... is not sumdent for meeting future challenges," said Daiwa Pre»- 
dent Yoshinari Hara, in a full-page add in Japan's newspapers on Monday. "This 
is why we have chosen the holding company structure," 



Daiwa's move, on the surface at least, will turn it into the Japanese equivalent 

a U.S. holding company. Daiwa said It will change its name to Daiwa Securities 

Group Inc. and tnat this will be the entity its current stakeholders own. It will split 



its divisions off into _ __ __ _ .___ ^ - ., 

Those subsidiaries will pay dividends to the parent, which in turn will pay divi- 
dends to shareholders. 

The goal for Japanese companies considering holding-company transformations is 
to reduce bureaucracy and increase flexibility. Through the holding company, cor- 
porations could "exit businesses that aren't making a profit by selling tnem offer 
folding them into a joint venture with another company that is stronger, in the 
given area. That is proving difficult for many big companies to do under Qie current 
structure, according to Japanese business official^. 

A holding-company structure would allow corporations to pay some staff more 
than others, thus rewarding initiative and performance— a practice that runs 
counter to Japan's egalitarian pay structure. The goal is to c&amantle a system 
under which employees are paid on the basis of their seniori^, r^ardless of how 
much they contribute to the company's bottom Une. By splitting divisions into sepa- 
rate companies, Daiwa, for example, could pay retail-stock salesmen a salary com- 
mensurate with the limited skills required to sit at a branch counter and sell 
shares. 

Meantime, it could pay more to staff in its investment-banking division, which de- 
mands more experience and responsibility. "The key difference is that you can pay 
people different amounts," said Garry Evans, a strategist at HSBC Securities Japan 
Ltd. 

Holding companies were at the center of this country's xaibatau, the conglom- 
erates of the pre-World War II era. The U.S. banned them during the Allied occupa- 
tion of Japan for fueling the Japanese war ^Tbrt. The individual units spun off at 
that time grew into huge empires with broad lines of businesses under the same 

Now , . „ " - - - - - - 

Ltd. to manufacturer's li . ___,. ,___, 

Nippon Telegraph & Telephone Co. have expressed interest in the holding-company 
format 

Taxiss 

pfjiy •* ' , . , _ 

can be expensive for banks, which would have to pay as much as half the value of 
the loan assets on their books. The government is studying a change in the tax code 
to make such transfers easier. Daiwa said part of its ti^osfer taxes will be offset 
by its retained earnings. 

Mr, DiNGELL. Mr. Chairmein, now I note here some years back 
NationsBank to its mostly elderly bank customers was selling risky 
funds with an understimding on the part of the buyers that their 
money was protected by the Federal Government. NationsBank 
peddled these securities in conjunction with an operating subsidi- 
ary. Nation's Securities. Now, question: By expanding the capabUi- 



yGooQle 



40 

ties of operating subs, does H.R. 10 open the door for future, more 
varied fraudulent practices by banks and their subsidiaries? 

Mr. Greenspan. Well, I certainW think that the issue is one that 
we have to be concerned about, ft is very important that we put 
a Chinese wall or other safeguard, however we wish to describe it, 
between securities activities and bankii^ activities and very espe- 
cially not in Euiy way indicate that the safety net which is under 
banking activities as authorized by the Congress not be somehow 
suggested eis available to people buying securities. And I suspect 
that the greater the distance you have between the bank and the 
organization sellii^ securities, the less that problem is likely to 
emerge. I should say that it is one of the more difficult issues that 
bankii^ supervisors have confronted in recent years and I suspect 
that were we to authorize the structure of the operating sub, as in- 
dicated in H.R. 10, it would make our job more difficult. 

Mr. DiNGELL. Thank you. Now, Mr. Greenspan, you have re- 
ferred to the possibility that H.R. 10 could galvanize a holding com- 
pany to shift capital to a bank as opposed to a separate holding 
company affiUate in order to take advEuitage of the Federal sut^ 
sidy. I note, however, the Depautment of Treasury reports empiri- 
cal evidence which they indicate does not necessarily support this 
prediction. Parenthetically I will say I am on your side but I want 
to get your comments. 

Treasury cites mortgage banking. Of the top 20 holding compa- 
nies, six ciurently conduct mortgEige bEmking activities in an afinli- 
ate, nine conduct such activities in the bank or a subsidiary of the 
bank, and ffve use a combination of bank and affiliate. Wl^t does 
this tell you? How do you explain this If you please? 

Mr. Greenspan. We are aware of the criticism said we have 
looked at it in some detail and we don't agree with their factual 
analysis for a number of reasons. First, it is certainly true that 
there are a lot of activities that legally could be exercised within 
the bank and are actually exercised In an affiliate of the holding 
company. There are a number of reasons. In many cases in earlier 
years they were geographical, there were tax rezisons. But the most 
interesting issue is that there has been a substantial move of pow- 
ers currently authorized in the bank but having been exercised in 
holding company affiliates which have been moved to the bank. 
With respect to a number of these tjrpes of activities, if the capital 
required is very low, then the advantage of putting an activity in 
the bank where the cost of capital is less may not matter. And then 
if there is no capital, meanii^ there is no subsidy, then there is 
no reason why one would necessarily put it in either an Eiffiliate 
of the holding company or in the hank itself 

With respect to those mortgage companies that are in both areas, 
I think you will find that in innumerable cases, especially in the 
very large cases, that although the activity starts within the hold- 
ing company, it is essentially funded with moneys from the bank 
at subsidized rates. I would conclude that looking at the whole set 
of powers and how they proceed, as we went to interstate branch- 
ing and as we changed a number of the tax laws and as we 
changed regulation, many of the reasons which induced banking or- 
ganizations to keep powers in affiliates of holding companies, even 
though they were l^ally available to the bank have changed, and 
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there is a dramatic zuid unquestioned flow of those powers under 
current law from bank holding company affiUates into- the bank. 
What is left out there £ire essentially those h^pes of activities for 
which capital is not important, agency type of activities, for exam- 

Ele, and therefore the lower cost of the capital of the bank doesn't 
elp very much, or very idiosyncratic questions with respect to tax, 
with respect to special factors within the organization. Those are 
rare and diminishing. 

Mr. OxLEnr. The gentleman's time has expired. 

Mr. DlNGELL. Thank you, Mr. Chairman. 

Mr. OxLEY. The gentleman from Oklahoma, Mr, Largent. 

Mr. Largent. Chairman Greenspan, I would like to ask you one 
question and that is to ask you to tzike us into the boftrdroom of 
a bank and explore the motive, rationale, incentive for a bank to 
Aoose an operating subsidy format or a holding company format 
beyond the points that you brought out in your testimony about 
having a competitive adv£mtage through me taxpayer subsidy. 
What £tre the incentives for banks to choose operating subsidies 
versus a holding company format? 

Mr. Greenspan. The m^or advantage is basically the cost of 
capital. I have been associated with banking as a consultant and 
as a director for very many years and the conventional wisdom was 
always when you have a power, new or otherwise, try to exercise 
it in that part of the organiz2ition where the cost of capital is least. 
Since most banking products have very narrow profit mar^ns, it 
really matters when you lower the cost of capital by a very few 
basis points. So while there may be, in particular cases again, idio- 
syncratic characteristics of a special type of organization or power 
that may suggest that other things equal, you may organize it as 
an aflfihate or as a sub of the bank, the cost of capitsil overwhelms 
all of those other characteristics because you can organize a sub- 
sidi£u-y of a bank Eilmost identicEilly in every respect the way you 
organize an affiliate of the holding company. The presumption that 
somehow the holding company Eifnliate is more costly to organize 
than the subsidiary of a bank I have seen no evidence for. It may 
be, but I have never seen somethii^ which is of significance in this 
regard. 

Mr. Largent. Thank you, Mr. Chairman. 

Mr. OxLEY. The gentleman's time has expired. The gentleman 
&om Florida, Mr. Deutsch, 

Mr. Deutsch. Thank you, Mr, Chedrman. Mr. Greensp2m, 
through the testimony, through the questions, you have given, I 
think, a pretty good overview. If you could take maybe a minute, 
especially as I assume we are either on C-SPAN or MS-NBC, to 
discuss from a laym£m's perspective the difference between what 
the Banking Committee bill passed and what you are proposing? 
What do you see as the effect for the average consumer? 

Mr. Greenspan. Take the difference between, for example, H.R. 
10 as passed by the R anki ng Committee and the bill that came 
through this House last year. Well, there are really two ways of 
looking at it, and it is difficult to put various probabiUties on it, 
but most of the provisions in both bills improve the movement of 
services to the average consumer. Most of the differences occur in 
ways which are far more reaching to the economy as a whole Eind 
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affect consumers because they affect the economy, affect their jobs, 
affect basically the standard of living of the whole economic system. 
To the extent that you have subsidized misdirected capital, you are 
creating a less efficient flow of capital and therefore a less efficient 
economic system, jobs which are more difficult to get and jol» 
which pay less. To the extent that you have an issue of safety and 
soundness which can create re£d serious problems in the financial 
system, such as what happened to the savings and loans during the 
1980's, then again consumers are really quite potentially impacted. 

I would not endeavor to say that the individued provisions of ei- 
ther the current H.R. 10 or last year's House Commerce print differ 
significantly with respect to the direct transmission of services, de- 
livery of services to consumers, but they have profoundly important 
differences for broader issues which affect consumers as workers 
and protect them with respect to their retirement fiinds and Uieir 
future. 

Mr. Deutsch. If I can try to get through three other questions 
relatively quickly as well. One of the things which I have learned 
over the last couple of months talking to people who have an inter- 
est from an industry perspective on H.R. 10 is effectively under the 
present regulatory structure, my sense is that you, in fact banks, 
at a sophisticated level through large consumers in fact are already 
effectively engaged in equity trading through swaps of a variety of 
kinds. So effectively it is already going on at a relatively sophisti- 
cated level, but is that an accurate assessment of what is going on 
today? 

Mr. Greenspan. I think we have to distinguish between the so- 
called section 20 affiUates of the holding companies which actually, 
of course, do operate in the securities business in competition wiui 
nonbanking organizations. They do not have access to the subsidy 
of the bank and they operate on a competitive playing fleld. Some 
of them, I might add, ai^e that they are more regulated than se- 
curities firms £uid they feel in a sense that they are operating at 
a disadveintage. There is, to be sure, equity within the banK in 
many different areas but it is highly restricted by regulation. Thai 
is, we have regulations which very significantly delimit what eq- 
uity holdings can occur as a consequence of, for example, a failure 
of a loan to repay and the collateral tends to be equity, for exam- 
ple. There is a lot of that which goes on. But it is very significantly 
contained in a manner which does not create the types of problems 
which I try to outline in some detail in my prepared remarks. 

Mr. OxLEY. The gentleman's time has expired. The gentleman 
from Illinois, Mr. SMmkus. 

Mr. Shimkus. Thank you, Mr. Chairman. And, Mr. Chairman, it 
is good to have you here. I want to focus my question on the local 
community bankers who are state chartered, small in size, locally 
owned, may or may not be in competition with a credit union. I am 
describing the ones in my district. Community oriented, fulifilling 
a niche of local services and in today's environment providing need- 
ed capital for farmers in this agricultural crisis. 

They have all — I voted for the bill. I support especially our ver- 
sion that came out in the last Congress. But they have all been 
pretty adamantly opposed to it. One question is should they have 
been, based on your perspective? Should they have been opposed to 



yGooQie 



43 

the bill that passed the House? And second, what can we do with 
a similar bill that passed the House, what can we do to make the 
bill better for local community bankers? 

Mr. Greenspan. Well, it is certainly the case that there is much 
in H.R. 10 and, indeed, in last year's House Commerce print, which 
effectively is directed at the organization of the larger institutions. 
And in the c£ise of the House Commerce Committee's print, an en- 
deavor to try to create a regulatory structure which will contain 
the types of instabilities which I think are currently involved and 
implicit in H.R. 10. Essentially, the smaller banks have a very sig- 
nificant interest in the safety and soundness of the Federal deposit 
insurance fund. And from the issue of the extent to which operat- 
ing subs c£m create difficulties for deposit insureuice and the tax- 
payers clearly, the smaller banks which have a very substantial in- 
terest in the deposit insurance fund are directly afTected. 

Second, there is also a very im[>ortant interest of smaller banks 
in the overall safety eind soundness of the banking system because 
they are m^r players in the whole structure. There are not as 
many provisions which directly affect them as for the larger insti- 
tutions, but they are not bystanders with marginal interest. The 
safety and soundness of the overall system cEtnnot but be a very 
criticeil issue to smsdler banks whether we are talking about agri- 
cultural banks or talking about other community bfuiks. Everybody 
is very crucifilly tied to the total financifil system and that that 
functions efTectively has got to be in their interest. 

Mr. Shimkus. And, Mr. Chairman, what can we do to the bill if 
it was similar to the print of last year, to make it better for the 
community bankers? Do you see anything that c£m be changed? 

Mr. Greenspan. I would say that the bill that came out of this 
iximmittee last year was fairly good. There is the obvious question 
here of the unitary thrift, which as far as I am concerned and as 
far as we have testified previously, both before the House £uid be- 
fore this committee previously, the imitary thrift issue, which is an 
opening up, in my judgment, of banking and commerce, which 
could be a serious issue and which creates a good deal of concern 
for commimity bankers was closed in the House Commerce print. 
It is not fully closed potentisilly here. 

Mr. OXLEY. The gentleman's time has expired. 

Mr. Shimkus. Thank you, Mr. Chairman. 

Mr. OXLEY. The gentleman from Michigan, Mr. Stupak. 

Mr. Stupak Thank you, Mr. Chairman. And welcome, Mr. 
Greenspan. I would like to ask you about the operating subsidies. 
If the U.S. adopts the operating subsidy model for beuiks, is it like- 
ly then that other countries would follow this subsidy model? 

Mr. Greenspan. I am afraid they already do. One of the things 
which distinguishes the American b£tnking system ft-om much of 
the rest of the world is that there is far greater direct and indirect 
subsidization of banks abroad than here. And I think as a con- 
sequence of that, the qu£tlity of banking abroeid has been demon- 
strably inferior, less competitive, less efTective in delivering serv- 
ices to consumers than the American banking system. I think they 
are becoming aware of that fact. I trust that they recognize that 
less direct government implied subsidization or indirect, as is more 
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often the case, would be helpfiil to the effective competitive capabil- 
ity of their banking systems. 

Mr. Stupak. If we got involved and if the United States started 
to do subsidies, do you believe that other countries would increase 
their subsidies to their banks to try to stay competitive with the 
U.S. banks? 

Mr. Greenspan. That is a good question. I doubt it, but I 
wouldn't be able to rule it out. Tliey do an awful lot now. They do 
it more indirectly in the sense that a lot of them have universal 
banks and, in fact all of the powers are in the bank, you don't even 
need an operating sub. And the general notion of too big to fail, 
which does create problems in the United States, is a far more rel- 
evant issue in other countries. And indeed, undoubtedly a goodly 
part of the reason why we have had a lot of problems with the 
banks in the Asian crisis is because there was an implicit govern- 
ment guarantee and £is a consequence of that, there was an awful 
lot of lending into those institutions on the expectation that the 
central bank of the smaller countries would bail them out. At the 
end of the day, even though the central banks tried, they didn't 
have the resources to do it. 

Mr. Stupak. And of course we all know the impact on the global 
financial markets when that occurred. 

Mr. Greenspan. Exactly. 

Mr. Stupak. In small communities which a subsidy of the op sub 
received from the bsuiking magnify their competiUve advantage 
over other entities like brokers, and is it possible tliat independent 
brokers in small markets such as in my area would be disadvan- 
taged by the bank subsidy? 

Mr. Greenspan. They are and it depends on how much capital 
they require. In other words, if you have a very small brokerage 
firm which does not require a great deal of capital, meaning you 
essentially are giving more advice iind not involved in securities 
trading in any particular way, it is conceivable to me that the 
amount of capit^ required would not be large and that an exacUy 
comparable activity within a small bank might not be all that more 
competitive than the small brokerage because the amount of cap- 
ital is less. But the principle is the same, and to the extent that 
you get into larger and larger securities operations, then the ques- 
tion of subsidized capital really makes a difTerence. 

Mr. Stupak. Okay. How would you respond to the comments that 
you support the holding company structure because the Federal Re- 
serve is its regulator? 

Mr. Greenspan. I am aware of that and the basic issue is that 
clearly we are the regulator of holding companies. That if the op 
sub becomes active £is premised in H.R. 10, and as all of the activi- 
ties move to the sub— I might just say parenthetically, if that 
weren't the case that the argument that tney are making that it 
doesn't happen makes no sense to me — the argument is that the 
powers will move to the sub, that the holding company will become 
a shell, that the Federal Reserve will lose all of its power, and that 
therefore that is the reason why we sire concerned. Truly we are 
concerned about the breakdown of the holding company. It would 
make it more difficult for us to supervise. But that is not the rea- 
son why we are arguing for this particular issue. Becaxise if we 
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were truly concerned about Federal Reserve turf, we would have 
never been before the Congress very strongly advocating the bill 
which created significant interstate branch banking in this country, 
which we were strongly supportive of before the Congress, even 
though we knew it would si^iificantly enhance the quality of the 
national bank franchise charter compared with the state charter, 
which is what we obviously are dealing with and supervise. It was 
good for the country, it was good for the financial system. It was 
good for banking. We strongly supported it, even though it essen- 
tially reduced the turf of the Federal Reserve. 

We don't think that that particular view of why we are very 
much concerned about the operating subs' impact on the finftnci^ 
system and the country squares with our actions in recent years. 

Mr. OxLEY. The gentleman's time has expired. The gentlewoman 
from New Mexico. 

Mrs. Wilson. Thank you, Mr. Chairman. Chairman Greenspan, 
my district also has some of these large national banks and huge 
chains now, but we also have the smaller community banks and as 
I understand it, under the proposal that came out — not the pro- 
posal that came out of the Banking Committee but the separate 
subsidiary kind of approach, that a community bank in order to sell 
title insiurance would require the formation of a holding company 
and another subsidifu-y. And I wonder whether you think that that 
is favorable to large institutions. Is this a barrier? Is this a kind 
of barrier to competition for those 8m£iller banks. And if you were 
on the board of one of those small banks how would you rec- 
ommend that they address this challenge of not being part of a 
holding company? 

Mr. Greenspan. Legally, they can be done in either — I mean, let 
me just say up front, the crucifd issue of title insurance is that it 
requires very little capital to operate. Whether you do it in the 
bank or in an af^liate of the holding company frankly doesn't really 
much matter. And I am not sure that there is £my competitive ad- 
vantage one way or the other. Indeed, any type of agen^ activity 
in which there is very little capital involved probably can be effec- 
tively initiated in the sub of the bank or an etffiliate of the holding 
company and frankly it would have very little economic signifi- 
cance. 

I mean, our concern is relevant to the types of activities for 
which there is a large amount of capital required. Then it matters. 
Most of the activities which smaller banks are involved in usufilly 
don't fall into that category and as far as I am concerned, this 
question of the operating sub versus the affiliate is really a larger 
bank question. 

Mrs. Wilson. So it is your understanding that under either of 
the draft bills that those small community banks could write title 
instirance and would not have to - - 

Mr. Greenspan. That is my understfmding, but let me just check 
with my counsel before they tell me I have created a m^or legal 
mistake. Well, I just learned for the first time ever I have been told 
that my genered counsel is not quite sure about title insurance. But 
let me say, I am sure about the economics of it. 
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Mrs. Wilson. I know it is of concern to some of my communi^ 
bankers and perhaps we might connect and sort that out on their 
behalf, I appreciate that. 

Mr. Greenspan. Why don't we get back to you euid give you in 
writing what we know about this issue. But just let me say in sum- 
mary, none of the issues that I raised about subsidies apply to any 
type of activity in which the capital requirement is de minimis or 
not a crucial competitive question. 

Mrs. Wilson. Thank you. 

Mr. OXLEY. The gentlewoman's time has expired. The counsel in- 
forms me that the next hearing will include several issues on in- 
surance and I would invite the gentlewoman's participation at that 
point. 

We now recognize the gentleman irom Massachusetts. 

Mr. Markey. Thank you. Welcome, Mr. Chmrm£m. I would like 
to focus on the issue of what happens to consumers' most personal 
information, their financial records or their health and insurance 
information, when banks and brokerage firms and insurance com- 
panies all merge with one another under H.R. 10. I am greatly con- 
cerned, as you know, about this issue. 

I have been reviewing the financial privacy provisions of H.R. 10, 
which appefu* in the bill, the medical and health privacy provisions 
and the preexisting language. In my view these provisions provide 
consumers with little or no real privacy protection. For example, 
Mr. Chairman, the financial privacy l^guage covers only banks 
and thrifts, not broker-dealers, not investment companies, not in- 
vestment advisors, and not insurance companies. Wouldn't you 
agree that financial privacy legislation should also cover Wall 
Street investment Hrms, mutual funds, financial planners and 
other investment advisors eis well? 

Mr. Greenspan. Congressman, I think you are raising one of the 
questions that is going to become increeisingly difficult for the 
whole regulatory structure because I think there are two basic con- 
flicting issues here which are implicit in the issue that you are con- 
cerned about. 

I am conflicted on this question, and I guess that I represent 
probably what most people in the business world have problems 
with as a hbertarian, as I £un very sensitive to the issue of privacy, 
and I think that one of the things that is so important iibout this 
government, about this country is that we try to protect the indi- 
vidual, his rights, and the privacy question in ways that are not 
in any way ladled in most other countries. There are very few 
countries in this world who handle this issue in a way which I per- 
sonally feel comfortable with. 

Mr. Markey. Well, I support wholeheartedly the libertarian side 
of your personality, and I could just end the answer right there. 

Mr. Greenspan. But there is another side where the conflict oc- 
curs, and that is the ^neral awareness of how important in the fu- 
ture the question of information is going to be with respect to the 
production of goods and services. 

Mr. Markey. And I appreciate that, Mr. Chairman, very much. 
But the point that I am trying to make here is that the bill its^ 
only covers a very small part of the universe. It only covers banks 
and thrifts. It doesn't cover anything else. So if you merely — and 
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even in that language, it merely requires that the bank tell the 
customer what its privacy policy is with respect to the disclosure 
of customer information to third parties other th£in agents of the 
depository institution, and it only applies to transfers for market- 
ing purposes as opposed to any other business purpose. So as I 
read the language, so long as the banker tells its customers that 
its privacy policy is that the customers essentially have no privacy, 
then they would be in compliance with the narrowly drawn provi- 
sion. Is that your underst£inding as well? 

Mr. Greenspan. Well, I haven't read the bill in detail and don't 
feel competent to really come to grips with this issue. I do agree 
with you in your concerns. It may well be that if I ever got into 
the language and got into a big debate, I probab^ would be maybe 
more on your side than I am now stating. But I am aware of the 
fact that there is another side to this issue. 

Mr. Markey. And I appreciate that other side. The other side is 
so well represented here that your articulate representation of it is 
superfluous. Our views on the other side I think will help to bal- 
ance out the debate. 

Mr. Greenspan. Let me just say. Congressman, that this is not 
a small issue. It is £in issue which is very important: It brings to 
bear resJly two fundamental aspects of this country. One, our very 
strong striving to bring information technology to the forefront, to 
allow information to be critical in the production of goods and serv- 
ices, which is one of the reeisons why we are doing so well, but on 
the other hand there is this issue, and it did not exist before. 

Mr. OxLEY. The gentleman's time has expired. The gentleman 
irom Illinois. 

Mr. Markey. Congratulations, Mr. Chairman. Can we have a 
second round, Mr. Chairman? 

Mr. OXLEY. No. 

Mr. Greenspan. I will be glad to answer you in private. 

Mr. Markey. I have a whole series of questions. I would appre- 
ciate it. 

Mr. Rush. Chairmein Greenspan, you have stated pretty clearly 
your opposition to the op sub model. This is in contrast with the 
administration's adamant supfwrt of this. I mean, and I know that 
reasonable people can disagree, do you have any idea about why 
the administration is as adamant in their support of the op sub 
model as you are in opposition to it? 

Mr. Greenspan. I think I do, but since you are going to have the 
Secretary of the Treasury up here, he is very capable of expressing 
in considerable detail his reasons, and I don't think I should en- 
deavor to characterize them. 

Mr. Rush. In that case, do you think that there is any possibility 
of the op sub model existing with the necessary safeguanis to pro- 
tect safety and soundness? 

Mr. Greenspan. I have stated that if you have an institution 
which by its nature is something which creates serious difficulties 
for the financial system and whose benefits are very difficult to 
find, meaning the benefits that are alleged for op subs can very 
readily be put into holding company affiliates, as best I can judge, 
I find it very difficult to find reasons to go forward. So the pre- 
sumption of doing it and then trying to find a mechanism which 
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prevents it from happening strikes me as sort of the direction we 
ought to try not to go. 

Mr. Rush. Now, Chairman Greenspan, H.R. 10 provides for a 
GAO study within 6 months upon passage of the bill. Do you think 
that 6 months is an adequate enough time to really ascertain the 
financial impact of the biU, of the op sub model? Do you think that 
that is sufficient or should it be a longer period of study? 

Mr. Greenspan. I think there is, as I understand it, and I think 
I remember now there is a 6-month requirement to examine the 
regulatory burden, but I think that is a broader issue involved. 

llie answer to your question is we should be able to do it in 6 
months. 

Mr. Rush. Should be able to do it in 6 months? 

Mr. Greenspan. Well, to examine the burden that as I remem- 
ber, I m£iy be mistaken on this, Congressman, but my recollection 
is that what is required in H.R. 10 probably can be fulfilled in the 
timeframe. But as 1 say, I may be mistaken. 

Mr. Rush. It seems to me that the economic impact of H.R, 10, 
there is a 6-month period that the GAO is supposed to report the 
economic impact. 

Ms. Washington. It is section 110 of the bill. Congressman. 

Mr. Greenspan. The economic impact on ven^ small banks. 

Mr. Rush. On small and community banks. Right. 

Mr. Greenspan. Six months should be sai adequate amount of 
time. 

Mr. Rush. Should be an adequate amount of time? 

Mr. Greenspan. If may be that when we get into it and some- 
body says that is a mistfuce, but you put a deadline on, something 
happens, things get done. Maybe that is not a bad idea. 

Mr. Rush. Okay. Thank you. 

Mr. OxLEY. The gentleman's time has expired. 

ChEiirman Greenspan as always, we appreciate your patience and 
your excellent testimony, and the subcommittee now stands ad- 
journed. 

[Whereupon, at 11:51 a.m., the subcommittee was adjourned.] 
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THE FINANCIAL SERVICES ACT OF 1999 



wednesday, may 5, 19w 

House of Representatives, 
Committee on Commerce, 
subcommntbe on finance and hazardous materials, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 10:07 a.m., in room 
2123, Raybtun House Office Building, Hon. Michael G. Oxley 
(chairman) presiding. 

Members present: Representatives Oxley, Tauzin, Gtllmor, 
Bilbray, Ganske, Shimkus, Wilson, Fossella, Ehrlich, Bliley (ex offi- 
cio). Towns, Deutsch, Stupak, Engel, DeGette, Barrett, Luther, 
Capps, Markey, Hall, Rush, and Dingell (ex officio). 

Abo present: Representative Whitneld. 

Staff present: David Cavicke, majority counsel; Robert Gordon, 
m^ority counsel; Linda Dallas Rich, majority counsel; Brian 
MoCullough, professional staff; Robert Simison, legislative clerk; 
Consuela Washington, minority counsel; and Bruce Gwinn, minor- 
ity professional staff. 

Mr. Oxley. The subcommittee will come to order. I am pleased 
to convene the second hearing on H.R 10, the Financial Services 
Act of 1999. 

At our last hearing, we em'oyed the considerable expertise of Fed- 
eral Reserve Board ChairmEui Alan Greenspan who educated us 
about the potential hazards of l^slation that would expand bank 
powers to operating subsidiaries rather than affiliates. 

Chairman Greenspan is always compelling, but at that hearing 
he made several observations that bear repeating. He noted that 
he, as well as his colleagues on the Board of Governors of the Fed- 
eral Reserve, believe that the long-term stabiUty of U.S. Financial 
markets and the interests of the American taxpayer would be bet- 
ter served by no financial modernization bill rather than one that 
allows the proposed new activities to be conducted by the bank in 
an operating Eubsidiary as would be the case under H.R. 10 as re- 
ported by the House Banking Committee. 

Chairman Greenspan pointed out that the operating subsidiary 
Btructure poses a risk to the safety and soundness of our Nation's 
banking system. It also creates a competitive imbalance that would 
subvert the free-market principles that are the foundation for the 
success of our capital markets. 

I share the Chairmatn's concerns about these potential hazards. 
I am also troubled by the lack of functional or consistent regulation 
that would be created by H.R. 10. 
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It is imperative that this legislation ensure that no matter where 
an investor buys his stock, he can be assured of the protection of 
the Federal securities laws. Just as important is the need to treat 
businesses that are engaged in the same activity in the same way. 
It makes no sense to exempt banks from the regulatory require- 
ments to whicii securities and insurance firms are subject if they 
are going to be engaging in the very same business as those securi- 
ties and insurance firms. 

Today we are fortunate to have before us the Secretary of the 
Treasury, the Honorable Robert Rubin, I look forward to learning 
more about his views on the issues today, and I understand they 
differ somewhat from our previous witness, Chairman Greenspan. 

We also will be hearing testimony today from the Chairman of 
the Securities and Exchange Commission, the Honorable Arthur 
Levitt. Chairman Levitt has been an outspoken defender of inves- 
tors and a champion of functionid regulation. Chairman Levitt has 
also supported the committee's position in the last Congress to 
avoid the dangers to both safety and soundness and efBcient fimcr 
tional regulation that would be posed by the ezp£ui8ion of bank 
powers through an operating subsidiary. 

Joining Chairman Levitt will be the distinguished Commissioner 
of Insurance for the State of Kentucky, George Nichols, who has 
testified before this committee in the past. I look forward to Com- 
missioner Nichols' views on the importance of functiontd regulation 
of insurance activities as well as the numerous other significant 
issues raised by this bill for both consumers and providers of insur- 
ance. 

Our third panel today will provide us with the perspective of in- 
dustry participants — securities firms, banks, insurance under- 
writers, and insurance agents. It will help us better understand the 
implications of the legislation before us to folks who actually com- 
pete in the marltetplace. 

We will open our hearing today with testimony from two of our 
distinguished colleagues from the Banking Committee: The Honor- 
able Richard Baker from Louisiana, the chairman of the Sub- 
committee on Capital Markets, Securities and Government Spon- 
sored Enterprises and the Honorable Marge Roukema, chairman of 
the Subcommittee on Finance Institutions and Consumer Credit. 

I thank each of our witnesses for joining us today, and I look for- 
ward to learning fkim each you as my colleagues, both Republican 
and Democrat, work to forge a compromise that will be necessary 
to create a strong bill to promote fair competition, protect investors 
and consumers, protect our nation's taxpayers and the safety and 
soundness of our financial mau-ketplace, preserve our Nation's posi- 
tion as the leader in the rapidly developing global financial market. 

That ends the Chair's opening statement. 

I now turn to the ranking member, the gentlem£in from New 
York, Mr. Towns. 

Mr. Towns, Thank you very much, Mr. Chairman. 

Let me begin first by welcoming my colleagues. Congressman 
Baker and, of course, Congresswoman Marge Roukema. 

The subcommittee holds the second hearing on H.R. 10, the Fi- 
nancial Services Act of 1999. As I indicated last week, Congress 
has been working on this legislation for a long, long time. I think 
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it is time that we get '^this bill done. We have a number of distin- 
guished witnesses today. 

I would like to first welcome Treasury Secretary Robert Rubin. 
I appreciate Secretary Rubin's commitment to the Community Re- 
investment Act, and I look forward to hearing his views today. Like 
Secretary Rubin, we should oppxjse efforts to roll back protection of 
CRA. 

I would also like to welcome Insurance Commissioner Nicholas 
and SEC Chairman Levitt. Protecting consumers is an important 
part of any financial service bill. We will consider your views very, 
ve^ carefully. 

Tliis committee has historically supported functional r^ulation, 
which is the idea that the same product is regulated by the same 
rules regardless of who is selling the product. This seems to me to 
be conunon sense. We cannot want a system in which industries 
shop aroimd fbr the friendliest regulator. 

I would fdso like to welcome the representatives from the indus- 
try, which are on the financial panel. Glass-Steetgell has been a 
bamer to competition for much too long. The benents of increased 
competition will accrue, and then it will make our fineuicieil firms 
stronger internationally. We recognize that you need the legislation 
and look forward to hearing your views. 

In the \aat Congress, this committee took the lead on financifd 
service l^slation. We took legislation that had little support; and 
working together, we made chains that enabled the legislation to 
pass the House for the first time in 65 years. 

In the coming weeks, we will craft a substitute to H.R. 10. I look 
forward to wo^dng with Chairman BUley, and I look forward to 
working with the chairman of the subcommittee. Congressman 
Oxley, and, of course, Mr. Dingell, who is the rankii^ member of 
the nill committee to m£ike certain that we have legislation that, 
when we finish at the end of the day, we will all be proud of. 

Thank you very much, Mr. Chairman, I yield back. 

Mr. Oxley. The gentleman yields back. 

The Chair now recognizes the gentleman from Richmond, the 
chairman of the full Commerce Committee, Mr. Bliley. 

Chairman BuLEY. Thank you, Mr. Chairman. 

I too want to welcome our two colleagues, the gentleman from 
Louisiana and the lady from New Jersey. And I know it will dis- 
appoint you, but I put my statement in the record. 

Cthe prepared statement of Hon. Tom Bliley follows:] 

Prepared Statement of Hon. Tom Bliley, Chairman, Committee on Commerce 

Toda]' the Subcommittee on Finance and Hazardous Materials holds its second 
heariDe on H.R. 10, the Financial Services Act of 1999. This legislation is important 
to the ruture of the securities, insurance, and banking industries. Removitu; atatu- 
toiy and »i^ulatory barriers to competition will improve the efTidency for financial 
service providers. The efficiency will translate to ^ater services and lower costs 
for consumers and providers. But only if it is done nght. 

I liave been committed to deregulatory le^slation for other industries provided 
that the legislation does not bestow competitive advantages to one market segment 
over another. It is not the ^vemment's role to choose winners and losers through 
the legislative process, nor is it the role of regpilators. Unfortunately, this has been 
the case in the financial services industry. 

Id large part this has been the case to date. Banks eitjo^ a lower cost of capital 
than non-banks through deposit insurance, access to the discount window, ana ac- 
cess to the Federal Reserve payment system. This would not be a competitive ad- 
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vEmtage if banks were confined to competine with one another and not with securi- 
ties and insurance firms, as stipulated in tne Glass St«agall Act However, in the 
past two decades, banking regulators have interpreted the statutes in a manner to 
allow banks to b^n competing with securities and insurance firms. 

The very activities that banks were originally supposed to be prohibited fitim con- 
ducting are now ofTered through afUliates, and in some cases directly through the 
banks. This erodes the salutary effect of fair competition. Securities and insurance 
inns are still unable to own a bank, and do not share the funding advantages of 
banks. As a result, banks are acquiring securities firms at an alarming rate and re- 
ducing the competition that we seek to increase. 

While I am in favor of providing the corporate community ilexibili^ to choose the 
structure that optimizes their strategic plans, I do not favor legialatiiig a structuie, 
such as the operating subsidiary, that provides competitive advantages for banks 
over their independent competitinrs. Additionally, there remain serious policy con- 
cerns about the consequences to the taxpayers of permitting new, risky activitica io 
the subsidiary of a bank. I remain unconvinced of the need to gamble with an un- 
tested model that has proved disastrous in other economies. I have received addi- 

..... ...1..,. . .1 _.,... .r "ting subsidiaries from Federal Reserve 

s consent to include this analysis in tbe 



hearing last week. I look forward to the testimony of our witnesses today, including 
Secretary Rubin, and learning more about this most important issue. 

Another issue of concern to this Committee is the provision of conaisteat regula- 
tion for financial products, regardless of where the financial activity is coodueted. 
In this regard, I took forward to the comments of Chairman Levitt and Commis- 
sioner Nichols. 1 am also grateful to the witnesses on the fourth panel who will 
present industry views to financial services modernization, 

I would also like to welcome our guests on the first panel today, our colleagues 
fi^m the Banking Committee: the Gentleman firom Louisiana and Chairman of the 
Subcommittee on Capital Markets, Securities and Government Sponsored Enter* 
prises, ^chard Baker, and the Gentlelady bata New Jersey and Chairwoman of the 
Subcommittee on Financial Institutions and Consumer Credit, Maree Roukema. 

Mr. Chairman, I commend you, for holding this hearing and I look forward to 
working with you to improve this legislation. 
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1. VWiat'a the difference between a «ub«ldlarv and aw 
affiliate of a bank ? 

Op«ratlng subsldlarlas ara diract aubstdlarlvs of a bank. 
Aeeordlngly, any loaaaa (or gains) of an oparating subaldlMy diractly 
impact ttia nat worth, financial condition and profits of tha parant 
bank. Loaiai of an oparating subsidiary must bo immadlataly and 
fully rollactad In tha consolldatod financial statofnonta of fha parant 
bank undar ganorally accaptad accounting princlplaa (GAAP). 

Holding company afllliatas ara not subsldlariaa of a bank, but 
Instaad ara subsldlarlas of an unlnaurad holding company. 
Accordingly, any lossas Incurrad by an afflKata do not diractly impact 
tha financial condition of an affiliatad FDIC-lnsurod bank. Instaad, tha 
ioasBs ara bomo by tha unlnsurad parant holding company and 
raflactad In tha unlnsurad holding company's ctmaolldatad financial 
statamants. This diffaranca is critical and damonatrataa why tha 
holding company structuro battar protacta tha aafaty and aoundnass ol 
Insurad banks and tha fodaral deposit Insuranco funds. 

2. What'a the TreaMiry*« poaltton on allowing 
aubeldlariee to engage In financial acthritlee ? 

Tha Traasury Dapartmont would parmit opara ti ng subsldlartas of 
national banka to angaga aa principal in acthriUaa that Congraas has 
long lorMddon national banks to conduct diractly. For • 
Troasury would allow oparating subsMlarlas 
all typas of oqulty and dabt saeurltias and t< 
banking actlvltias. Since thm major businaas of marchant baidw la to 
maka aquity Investmonts in other firms, opar a ting aubsidiarlaa of 
national banks could acquire intereata In, Including full ownership of, 
commercial firms under Treasury's proposal. 

Although tha Traasury Initially proposed to permit operating 
subsidiaries of nstlonal banks to underwrite all types of Inauranca 
(Including property and casualty insurance), the Traasury recently 
conceded that operating subsldlariesrceuld be p 
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stated tiMt op*ratlng aubsldlariM abould not b* auttmrizMl to wngagB 
in rMd ••tBta btvwatmwrt and dawalepniMit a ctl v U l M , pc— anwbly In 
racognltlaii of tiw subatanUal loasM that Vtmam aetMtlM ha¥a alraady 



riaka invohmd with thasa actlvltlaa ganarally. 

3. Would th« rl«ks of acMriW— eonducfd In a auMWiy 
adwr— iv afffaet ttia apfafy and ayundnaaa af Hw 




la ImBt, an ofwntlag •■baldlary'a lou«> cfwld atgnMeantly axeaad tba 
bank's iRvastmaot In tha subsidiary and a!! of thasa lossas ntuat ba 

•a p a rant bank's conaolldatad financial statanMRta undar 



transactf ans wdth, or pfw rid a fandlag to. a bank on a dally basis (04- 

cauntaqMrtlaB) avaluate tha bank's capKal, oamlnga and GAAP 
d ita teiwan ti whaw dsteiiiiliring wtiathar te angaja In 
aacHans with Iha bank and at what prica. As a raault, loaaas at an 
rating sabiUsry can Itava a sl^illlcant Impact on Hw parant 
It's II^Mfdity and coat of funds. 



nk Is nndar no ii 
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th* vahM ottha bank's InvMbnant In th« aubntdlwy-* Evan M apifaiil 
bank do** nat pmvida financial aupport to a tr oMMad oparadng 



dabthaldara couM losa c«ntidanca In tha parant fa 



Tha Traaaury Oapartmant contanda that thaaa riaks can ba 
adaquataly mttlgatad through a vartaty of prop hy iactic moaaiMa». TIm 



parant bank wouM faea no gtaatar riaks Aom an oparatbig tidnldlBry 
than from a balding co m p a ny affHIatw Tba TraaiMy B 



hatwaa n a bank and Its holding company afHHats s avan thoagh tlia 
banli'a petantbd for loss from actlvitlas cond wct ad by an afffliata Is 
iaas than tor actlvitlas conductad In a subsidiary. 

In particular, Traaaury would mxmmpta bank's aquHy invasliiisal 



soctlow Z3A.* Accordingly, a national bank couM Imaal 
substantlaily mora af Ha nibahHsad funds in, and bava a 

y graatar aqulty axposura to, a subsMary than to an 



• For •xampla, Contlnuital Bank had mars Ulan SSOO niilllM In ■— csmd 

cradtt outatandlng to Its FInt Optlono >iib«ld)«ry aftar tha Octobar 1987 
marhal crash avan though Contlnantal Bank originally paid only S125 mlMoo 
for tha aiibaMlary and tha bank'a oxtanalona of cradit vfolatod ■ fandlng 
flrownll ostablfahad by tha OCC. UHlmataty, Cmitlnantal Bank loM mot* than 
$2B0 million on Ha First Options subsidlBry— slgnWcantly mora than tha hMk's 
Inttlal Invaatmant of $1 23 minion. 
I Undar saa^on 23A, an Inaund bank's fatal oqutty and dabt In 



atnllatas cannot ascaad 20 parcanf of tha hank's capital and surplus. 
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■■miUmihmn*, aMwugh Trwaamy would apply ■■etian 23A ta 

shawm that such flrawalte ■ 

•spadally In tImM of financial atraaa. In IMS, tha CamptrDllar 



Conttnantal Bank braa ch ad tha Hrawr ai l by pray WI ng tha 
iiihaldiary wfth a tsliri of mota than $S00 nrillhNi hi i w wacniiad 
eradtt, avan tboMgb tha Comptrollar's offlca InfaraMd tha bw* 



* CaoHid PadiiettoH . Inataarf of ralying on aaetton 2SA*s 
aataMlalMd nniH on ■ banl^ aquHy h wa »tn iai H In an affillato, TMaawy 



In an opara t ln a awbaMlary froni tha bank's q 
■ssats. AeeonHng to Trsaswy, this capital < 
tha bMh bacauaa, avan if tha subsidiary Mlad, tha bank would ram^n 



Mk from lossas at a subsidiary. Aa uctad abovo, 
GAAP raqulras that afl hwsas Incurred by a subsidiary ha tMf 
laWa ft tod bi tba financial stat aman U af tha paront bank - a>Mn I 
thasa lossas axeaad tha bank's Ini wlH ia nt in tha aubstdtary. Ir 



and crwdHora r«ty primarily on tha bank^ GAAP sta tantan U , 
thasa lossas at an oparatlnfl subsidiary could quIcMy raduca tha 
bank's ability to ralso funds, Incraasa lU cost of hin«ls, and eauso 
a loss of puMIc confidanca in tha par an t bank. Thos* 
coRsaquaneas could occur avan though the bank romalnod "Swall 



Digitized by LjOOQ IC 



of TrasBury^ rm atOmtory \ 



Ttwaaury aeknowiadB** ttMa* risks, but dahns that Am 
US* ta Um paratrt bank's fInHieiai candMon ea«M ba 

fl th* trauMad substdtary aad, 




• arialnfl from tbs 
« untii tha trauMad subsidiary was soM or 
llquldatad. Biipanriaafy axpariancs provss that llquldatbiB or 
sailing a tr aiiW a d canpany Is not an aasy task, andany s y ch 
"rssohrttan-couMtakaanaxtandadparladoftlina. raraaanvh 
ContkMntal Bank was luiaMs to dispes* o( Its nrst OptloMa 
k Initially « 



■I flaw In Traaatwy's "capital daductlon" 



proposal Is that It rallas on tha Incomet and potsntlBHy 
dangarous pracadant that all ea|Mal bald by a bank abeva an 



capital. Tha waat malority of banks today bold BlgnMeaatly mora 
capital than nacaaaaiy ta maat tha ragidatory ilaflnltloa of "wall 
capltallTad " This la bacausa tha markat ballav as such a hlgbsr 
■aval of capital is nacassary to support tha bi 
Tha amount abov* tho rogulatory *Simli c 



sanMhow fraaly avallabia to support tho activltlas of an opar a tlna 



«GooQle 



dby 

TtwBBuryt tlwt sack to ahlsld a bwik from the ttvm •eenomle 
impact of •vairts. Thausaof similar ragulatory accounting 
dovloM In tha IMOs wm Ignurod by tha marfcot and aueeaadad 
oaly In dolaying ragulatory cloaima and In e raailng tha avantwal 
eoatacftbnsavlniaandlaanbaliout. In Itght of tMa aKpwIanc*, 
Congrass wlaaly mandatad In 1SS1 that ragulatoiy accounting 
prindploa ahall ho -imHorm and canalatont with gononlly 
a oca ptad accounting prindptoa.- 9c« 12 U A£. f 1B31n(a). 

• Prooo— d Eaidtv Invaatmant Umltatlon Woiild Mtf Protect tha 
rraaaury contaw da that, undar Ha lalaguardi, thara 
mie dHfaranea batiiiMaH tha aUltty ol a bank t« 

I an eparatlwg aubaMlary or pay a dhridand 

h could ba usod to capHallzo an alllllato). 

ho bank would bo potn 

It It couM legally pay m 



Tho paymont of a dividend and an afjuity Inveatment in a 
subaMary, howawar, have dHfarent e co nomic C Gwaoqua n ea a for a 
bank. A national bank la ngf aata)eet to ftitura ioaaaa that might 




a imnbank aubaWiary - any ai 



Iwwavar, la auh t a ct to depletion by loesea at the aubaidiary. 
Theea ioaaaa reduce the value of thm bank'a invoatment In Ha 
aubaidiary and muat ba conaolldated Into the iMnk'a financial 

tr GAAP. Thua, an equity Invaatmant In 

M-the 
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How weiiid allowlna ww Wnpwctel aetlvlti«s In 
»ub«ldlTlM affect th» f«d«r»l dapoalt ln»Mra«ic« 
gmdaT 

Tha Treasury coirwetly points out that oparating ■uhaWii 



In addition, H a tailing bank owna a liaaithy oparatlng auhaldlafy, tha 
FIHC couid soil ttia oparating aubaidlary to raduea tlM eoats 
asaoclatad with ciaaing tha parant tianit. 

Tha oparatlng aulMldiaiy approach, howavar, also craatas tha 
potantlai for less and that loss — Hka any profit — accnias to tha 



cmumm or compllcato tha falluro of Ka parant bank, tharaby inci—iag 
any lossas Incurrad by tha doposit Insuranco hinds. Thaao rialn wrora 
elaariy lliuatratod during tha thrift erfais of tha igaOa, whan tlia 
oparatlng subsldlarfas of thrifts eentributad signiflcantty to Iha MHiano 
of dollara of lossas absorbad by tha fadaral dapoalt Insuranca ftaids 
and Amarican taxpayors 

5. Insofar ■« a bank may recaiva a fadaral mlwidv 

throiMih deooalt tnwiranca and Hia pavmant aw ata m. 
could tho bank franafor tho subaidv more raadWy to a 
Mibaidlarv than to an afUHato T 

Yas. Insurad banks anjoy a fadaral subsidy baeausa of tha 
axiatanca of tho fadaral safaty not, which ratars to FOIC dsposH 
Insuranca and accass to tha Fodaral Raservo's discount window and 
paymant systam. Baeausa of tltalr acoaas to tha fadaral aataty nat, 
banks can raisa hinds at a lower coat than nenbank an tltl a s . 

* Exiatanca of Bubaldv . Treasury auggasts that a net subsidy 
may not exist. The exlatenca of a aubsidy, however. Is clearly 
exhibited In puMlcly assigned debt ratings - which are vlrtualiy ahways 
higher at baniw than at thair parant holding company. It Is dear in the 
Mgher capital ratios requliad of nonbanhlng financiai firms, even thoaa 
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that iwcalv* the Mm* dabt nrtings M banks. It alao la claariy 
nblMtod In tha tandancy of banking organlurtJons, whan yaonrapblc 
mtricthMH wara aasad, to ahlft back to tha bank and Its subsldiarioa 
actlvltlaa prwriously eonduetad In holding campanloa.^ Tha primary 



Tha fact that aenia banking onianlxatlons continua to conduct 



a subsidy doas not axlst. A holdlnf co mpa ny may c h oo a a nat to 
convert a nonbank mortgage aflillata to an oper a ting sutosMlary of a 
bank for a variety of reasons unrelated to the subsMy, such as te avoid 
negative tax consequences or to preserve an established trade name 
■aparate from the bank. Many nenbank mortgage afllltates also 
reeatve a aub at antlal part of thair haidlng fram an afRllated bank. 



to shift martgnge and other acUvitlea to an a 
subsidiary wlian permtttad by law and a principal reaa 
transfora — according te bank managors tl 
tbalr subsidy advantage. 

Furthermore, as Chairman Oreenapan haa t a stl flod, tlie value of 
the sulwldy varies from bank to banli; rlsMar banks clearty receive a 
larger subsidy fram tiia safety net titan safer baniw. tn addltlen, tiia 
value trf tha aubaldy varies ovor time; in gtMid times, such a> now, 
markets demsMd a low risk premium and It Is dHllcuH to discem the 
safety nat subsidy. Tliua, it is not surprising that some banks 
continue te operate mortgage afllllalas, especlaHy In tliese good 



Hihaak actMtiM (Mhw than aactioa 20 

la for banks) 

has daclliied by ■pj^roxImBtaiy SO psrcant as holding companies have 
transfarTMl assots from hoMIng company afliiialaB to bank aubsidiailas. 
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■ O p«nrttiw Sub»ldlM<— Extend Ww Safety Mvt mni Itolfd 
gMbrtd¥ . TH* opwntlng subsidiary stnietiirs would sxtsnd ths ssfsty 
Mt (and Its rslalDd subsidy) to tho sctlvKlos eonduetod by tho 
upM'stlwg subsidiary, and croata an unbaianead playing liald far tlmsa 
flnaiidal aorvico providars that saak ti 
subsidiary. Tba Trwaaury proposal w 

ibsldlary with la« 

o tho safaty not. Such actiam wwdd o>t*nd Iho 
fodorai SBl«ty not to tho octhrltlos conductad by tha oi 



ramain Indopandanl from a 

' Tfca HoMInu Compawv Structw* ProriJas Battar Ptotacthw 
Jtorinat Ex^Bwslon at tha Salatv Mat and Its Subsidy . Tnaasury 
contands that, with Its prap aa ad safoguards, a bank could not trwnfor 



m raadlly than to an aflltlata. TroasHry*s posKhm Is not earraet. 
As notod abovo, Troasury would not raquira that a bank'a aquKy 




ftinda to tho subsidiary and that tha bank will hava a strong 
Incanttva to support tho stdasldlary in both good timas and bai 



Troasury's propossd ■Vlvldand limitation" would Cfo a ta only i 
/NHw/anor parity with roapoct to a bank's ability to tranafsr 
subaldind funds to an oporating subsidiary or aflllK 
tha Troasury wmuld gonorally imhlblt a bank from InvastlnB mat* 
in an opor at ln u subsidiary than tha bank could ImgrnHypwn in 
divldan ds , tttara aro roal meottomie tlmltatlafta on a bank's ability 
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to pay divldands that do not llmH tbo bank's abUHy to Invast In a 



earafully ravlawad by tlw bank's, countorpartles and othar 



bolow what tha mariiat faals is an»ropriato to support Ito 
acttvltlas, tha paymant - avoti If parmittad by law — will cauaa 
tha bank's borrawlng coats to Incraaaa or raduea tha baaiCs 
abHIty to obtain private hinda at all. Dato In tact indicate that 
ovar tha past 25 yaais tha cost of unlnsursd funds for Hm taigaat 
baaka Iws tandad to Incraasa as tha banl^ capitel ratio Iws 



Thus, It is not In tha Intorast of a holding 




traditionally not usad bank dlvldands to capltollsa nonlMHilt 



An aqulty invastmant In an oparating uibsldlary, howavar, 
daa s not raduea tha iMUik's consalldatod total -- p**-' or aiiats 
undar GAAP— It rasults only In a tranafar M^MAitho consolidatad 
bank. Thus, unllka In tha affiliate contaxt, thara Is no raal 
aconomlc limitation on a bank's ability to transfar subsldlzad 
huids to an oparating subsidiary. In fact, « bank would hava a 
strong incantlva to invast tha mmximum amount parmittad Iqr law 
In Ite oparating subsidiary to maximiza tha subsidiary's hatdlNfl 
advantaga vls-a-vls Its Indapandant compatitors. Undar 
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Tw — »y^|Wfoptwi. thl»iiiMdmiini would i»o«fa»r— W o f dfcyBw 
pwmt bank's owiarai dMdMid limit— H would only Kqwliw OCC 
JWWKorior tho bonk to litvoot »Mv*tttwi tho b» 



6. WohW — wr«ltv >cc«rtwl accoiMitiiw arinclai— I— d 
bMika to pr»p up troubled wibaldiTi— T 



roqidi* that Miy lo*s«« incurrod by on oporwtlnfl subsMtey bo ItaHy 
nfluctod hi tho consolldotod Wn — cl ol ototomonts of tho pomit bowk. 



uOMWtoiportloi that onBogo In transactlotH with tho paront bank fg^ 
foraitpi OKchatigo, largo CD. and dorl¥ a tl¥o eeuntorpartlos) or that 



TMs tact and tho diraet managonMnt link batwaan a 

subsMlaiy glwa banks a partiCBlarly atrong hKonthro 

financial assistant to a trauMad subsidiary, lanka havo pravMod, 

and llkaly will eontlnuo to provide, flnandal aaalstaneo to IraaMad 

sutaaMlarf OS not boeauso thoy an logally aMIgatad to do ae, but 



Loaaaa Incurrad by a holding eompony afHIIato ara ggl dlr«etly 



Fui 

rapor ta dliaetly to tho managomont of tha holding company, "nats. 



aik and Hs spsr rtl ng s uboMlMy 
givo tha bank graatar nwrfcat and raputaflonal In 
an opanrtlng subsidiary of tha bank. 



Digitized by LjOOQ IC 



7. Arm a o w Bropo— J thwnclal acthftti— »o IwhTWrtlv 
ij fky a« to ba Inapprapriato lor wib«Mi«rio » T 

TlM F«dw«l R*Mm Btimgly supports pwmttting b«nkln| 
organlcathMM to ■fllllato with componlos sni»gsd In socmtMos, 
Insurane*. and otbsr flmndal Ktlvltlost Thooo aetMtlso, IHw 
traditiotwl banking octlvltlos, Invohro risk to thfcorifilitlon 
oonductlnfl tho activity. Somo financial aethrttlM 




Tho crWcai qwostlon ts not m 

risks that m Involvod with nowly aiithottaod financial aethritles. Ths 
Fodoral Rs s tvo, for tho roasons diseussod abova, str o n gly bsllovos 
that tha fodorai safoty not Is host protoctod by pormtttlnfl now 
■fnilatlens (vocctir through tho holding company structwro, and not 
through opo i ' atl n g subsMlarlos e< banks. Tho holding company 
stracturo provldoa battor, albsit not portlM:!, iosulatloii for tho fodoral 
safoty not from tho risks Involvod with socuitaas undorwriUng, 



Financial modomisatlon also prosonts anothor risk: tho risk of 
transfsronco of tho subsidy Inhoroat In tho fodorsl sataty not to tho 
nowrfy airthorizod aetlvltlOB. For sound public policy roasons. Congress 
has choson to limit tlia federal safoty not, and its attendant moral 
hasard, to banlu becauao of their unique rslo In our society. Tho 
Fodoral Robbtvo firmly beiioves that tho subsidy Is more roadlly 
transferred to a subsidiary of a bank than to Ka afllllatas, and the 
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Bo Aiwric*!! b»nk» h>v aapf rlwic« conductliHp 



ngag* hi ■ taraad f«ig« of 
priwelpal acthrittos Ai tt« (AiM*tf AMMbaeauaa Bdg* Act »iih«ldl«ri— 
of banks hsv* ■ii g «g»d In CMlaIn prineipai actlvttiwa smwsmm In a •■!• 



Only a hatidAii of U.S. banks wiBaBa to a aignHlcant axtant la 
adhrfUaa ovarsMis throush Eds* Act aubsldlarias. In addition, tha 
edga Act aabaMiarla* of U.S. banka ■asag* almost axetuslvaly In 
eoauiMfe M haukbtg aetlvHIas that tha banks could conduct tfractiy In 
tke Unltad Statas. In this ragard, only 9 U.S. hanUng aqi a nte a tlons 
account for man than 9S paicant of tho assats of all Ed«a Act and 
othar toralan subsMlartos of all U.S. banking onianlxatlona. lass Otwi 
apafcmitai tlM assats of tiw Edga Act and othar faralgn subsldlarias 
or tiMsa niaa bonking arganlsatkMis la attrfbutaMa to actMttos tliat a 
bank eamiBt c aadu et diraetly, such aa tradini In oqirity ■scurttlai. 
Furthannor*, th* bankJnallglbIa saeurltlos actMUas of thasa Edga Act 



Thus, thara Is vary llmltad suparvisaiT oxparlanca ' 
subaMlarias angaglng ovaraaas In tha typos of volatlto 
aethritl*B - aweh aa marehant banking - that Traasury w 
n a tlowal banks to conduct In ttw UnHad Statas. Tha llmltad • 
pravMod Edga Act subsMiarfos ovorsaas dsas nat laatliy ovgrt w w d wg 
tha g sna ra l prlnolpia that has ssrvad Cangrass and tlw Amorican 
taxpayar wall for dacados. 

Purthamwra, Congrass axpllcitly authoriiad tha craatlan af Edga 
Act BUbsfdlarlas to allow U.S. banks to c ompa to squally In faralgn 
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rang* of activltl** than banks In tha Unitad Slataa. Tlia w 
that JustHlad tha eraatton of Edga Act subsldlartas - 
co mp atlllw playing flald - doaa not Justify authorizing opar atl wg 
subsidlarias to conduct a broad rango of principal actMtlaa In tho 
United Statas. Pormitflng tho oparating subaidiary atnictura In tha 
Unitad Statas would placa U.S. sscuritlas and inauranca Anns that 
chosa to ramain indapandant of banks at a compatitlvo dlaadvantago, 
tharaby craating an unlaval playing flald In tha Unitad Statas. 

9. Did tha thrift dabacia rasult froiw allewlnq iww 
financial actlvltlas In stibsidlarlaa T 

As tha Traasury correctly points out, tha thrift dabacia had 
savaral caaaas. Unfortunately, Traasury's propoaal would raplleata 
certain of tha mistakes that contributed to tho costly aavings and lean 
bailout. 

In tha 1980s, thrifta wore permitted to engage indiractty through 
"service corporations" In risliy principal activities, including real 
•Stat* Investmont and developniaat. Th* losses Incurred by these 
sarvica corporation subsidiaries contributed slgnHleantly to th* coats 
of tha bailout absorbed by the Amartcan taxpayer. Despite this 
ejtperlenca. Treasury would now permit national banks to engage 
through an oper a ting subsidiary In potentially volatile principal 
acthriUes Isueh as merchent banking) that flongraas has forMdden 
nMienal hwiks to conduct directly. 

In addltloiH tho thrift crisis was complleatod aiul extended by tha 
use of siMcial regulatory accounting principles that differad from 
GAAP. These reguletory accounting devtees mode thrtfta appaar^-at 
least to the regulators— to he In better financial comlMen than they 
wore In tact. Treasury^ proposal, however, would create a similar 
regulatory accounting device through its proposed "capital deduction" 
procedure. This new regulatory accounting device would make a 
parent bank appear to have more capital and earnings than th* bank 
may in tact have under CAAP. 
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10. Do bank holding coiwp»nl»s faca hlqhf borrawliig 
CKtata than thair banks ? 

Tlw iMit of bank holding compani«« ganarally haa a lowar cradtt 
nttng than tha d*M IsMiad by tha holding eompaniaa' subshflary 
banks, which tands to Indieata Ihat banks lia iis n i fram a subBlriy dua 
to thaIr accaaa to tha todaral aafaty nat. In fact, for tho 35 laiyaot 



rating trf tha holding company is Mlwmyw iowar than Iha doirt rating of 
tha holding company's suitsidiaiy bank. SInca hanks hava Mghar daM 
ratings than thaIr paront holding companlas, tbay caa ralsa fUnda at a 
iowar rata than tbair parant holding companlas. 

Tha ftinding cost dWaiantlal hatwaan banks and bank holding 
companlas, motaovor, Is significant and appaars to Ineraaaa In psriods 
of markat atiaaa — Just as ona would axpact iMcausa tha valua of tha 
subsidy Incraaaaa during parlods of financial turmoil. Evaa taday, 
whan aconoodc timas ara good and tha valua of tha subaldy sh eiitd bs 
ralatlvaly low, banka can ralsa dabt capital, on avaraga, at a coat that 
is ID to 12 basis points Iowar than bank holding companlas. TMa 
tranalataa Into a matarial advantaga In thoaa marhats — such as tha 



maiglaa may ba only 20 to 30 basis points. 

11. I« allowln^p naw financial aetlvltiM In aubaldlarlM 
conalatant with functional ragulatlon T 

According to Traasuiy, tha epaiating subaldiary struetura is tally 
conslstant with hinctlonal ragulatlon bacausa tha SEC and stata 
Insuranca aiithorltiss would eontlnua to hava full suparvlaory authoffty 
ovar a brokar^aalar or Insuranca company, raspactlvaly, that Is an 
oparating subsidiary of a iMnk. 

Traasury's argumants again miss tha point. No ona 
contands that tha SEC and stata Insuranca roguiators would not, or 
should not, eontlnua to hava ragulatory raaponslMlity for brokar- 
daalara or Insuranca companlas, wharsvar such companlas ara hold In 
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a corporktlon's struetura. Tha r«al Im 

conflictB b^t w w tha ftinctlanai n 

actlvltl**, on Iha ona hand, and ragulatlon dasignad to protact tiw 

safaty and aoundnass of dapoaltoiy InatKirtlans on tha othar hand. 

Tha Fadaral Rasarva, tha SEC, and tha saeurWos and 
Insuranea Induatrtaa all agraa that tha holding company framawrartc 
provido* tha battar vahlda for mlnlmlalnB CMrillets batwaan hinetlonal 
and bank ragulatlon. That Is baeauaa tha holding company fr a mawwrk 
battar Inaitlatoa tha bank— which la tha autajact of all bank ragtilatlan- 
from tha hinctlonally ragulatad actlvlUos conducted by an afHIlata. 
Tha euirant Mils would hirthar anhanco thaaa atrangths by Impoalng 
limits on tha Board's ability to axamlna, obtain raporta 
a capital raqulramants on, or taka anforcamont action 
against a ftmctlonally ragulatod nonliank affillata of a financial holding 



Tha OCC has opposod tha imposition of tha axacl sama 
rastrlcUona contalnad in tha currant Mils a« Its authority ovar an 
oparating subsidiary. Tha OCC arguas - parhaps corractly - that It 
must hava hill and unfattarad ragulatory authority ovor an oparating 
subsidiary baeauaa tha subsidiary is dliaetly ownad by an Insurad 
laank. Tha aimpio fact thai tha OCC insists on having complota 
dominion ovar tha ragulatlon of all oparating subsldlarias - Including 
tha authoitty to talia actions against tha subsidiary undar tha prompt 
eorroctivo actions provisions of tho Fodaral DaposK Insuranea Act - 
damonstratas tha Incompatibility of tha oparating subsidiary approach 
with trua functional rogulatlon. 

12. VWiat about tha ri»k of a future Coitiirass looBanlnn 



Many of tha safaguards that Traasury has proposod to protact a 
parent bank from Its oparating subsldlarias (a.g. capltai daductlon) 
must ba impoaad by laglslatlva or administrativa action and, thus, 
could be waakanad or alimlnatad In ttia future. 

On tha other hand, many of tha banaflts associated with holding 
company affiliates (e.g. separation of tho afllllate's and bank's 
financial statements) are Inherent to tha holding company structure 
and c:annet be loosened by legislative or administrativa action. 
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Mr. OXLEY. Without objection, and all of the members' state- 
ments will be made part of the record should they choose to do 
that. 

The gentleman from Massachusetts, Mr. Markey. 

Mr. Markey. Thank you, Mr. Chairman. 

It has now become increasingly clear that consumers are today 
at great risk on having their privacy totally compromised as the af- 
iiUations occurring in the marketplace and sanctified under this 
bill allows banks, brok«-s, and insunuice companies to compile a 
detailed digital dossier of a consumer's most sensitive health and 
medical records, their credit cards, checking account transactions, 
their bank bailances and loans, and their life and medical insurance 
information. 

If we fail to act now, we will soon be facing big brother banking, 
financial institutions that can snoop into our lifestyles, our fi- 
nances, other health records, our most personal family secrets. Now 
the financial services industry likes to tell us all about the wonder- 
fid synergies that will result when our personsd secrets Eire sold 
and b-ansferred to affiliates. 

Let us just take a look into the future at what some of those 
synergies actually mean for oiu* consumers. The next time you get 
cold called by a stockbroker, will he tell you, hey, I see that you 
have been buying Ritalin for your daughter. You know, there are 
a lot of kids on iStalin these days for attention deficit disorder and 
the company that makes this stuff is about to have its stock go 
right through the roof; but right now, it is undervalued. So we are 
recommenthng to oiu* customers that they buy now. 

And oh, I see that you have been buying Depends for your 85- 
year-old mother-in-law who lives at home with you. Well, our 
health sector analysts have projected continued growth in the in- 
continence market as the bahy boomers reach their golden years. 
So now is really the time to get in on the stock of the companies 
that make those products. 

Speaking of companies whose products are selling like hot cakes, 
I guess that I don't need to tell you how much that Viagra drug 
has taken off if you know what I mean. 

Next day when you and your wife drop by to visit your friendly 
banker seeking a mortgEige for the dream home that you just made 
an offer on, does he sympathetically shake his head as he reviews 
his computer data base saying he is so sorry to see that your wife 
has recently been under treatment for breast cancer. But the hank 
is just going to have to require a larger down payment Emd higher 
interest rates to reflect the increased risk they would dare if they 
were to grant this mortgage application given the fact that you wiU 
be relying on both of your incomes to make the mortgage pay- 
ments. 

And oh, by the way, we see that you have been charging quite 
a tab down at Joe's tavern over the last 2 months which I guess 
is xmderstandable in Ught of your daughter's ADD, your mother-in- 
law's incontinence problem, and your wife's breast cancer treat- 
ments. But we are just somewhat concerned about the impact of 
your recently increased drinking habits on your continued ability 
to pay back this mortgage that you are asking us to grant you. 
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And when you drop by your insiu-ance agent a few days later to 
take out a new life insurance policy, will he, after a few clicks of 
the mouse on his computer, look over to you and ask, so, can you 
tell me what all those recent ch^^^ges are for sky-diving lessons? 

Well, if we allow all of this to be mixed into one company, each 
one of these people will have access to your file whether or not they 
have any basis to have access to it. 

Now, your friendly banker or broker or insurer in that one com- 

eEuiy wouldn't be foolish enough to actually reveal to you that they 
ave gathered all of this sensitive information about you because 
they know that if they ever did, you would reach right across the 
desk and throttle them for their Insolence in pryii^ into your per- 
sonal affairs and talking about your daughter, your wife, your 
mother in those terms. But they do have the file right in front of 
them even though you didn't go to them, that broker or that insur- 
ance agent or any other part of that afFiliate for those services. 

Under current law, there is nothing, absolutely nothing to pre- 
vent them from tetking your family secrets emd selling or transfer- 
ring them to their eifiiliates all in the name of synergies. H.R, 10 
does very little to stop the principal harm done by^ those much tout- 
ed synei^es, the taking of an individual's most precious private 
property right, their right to privEicy. 

We are going to form a Coi^ressional privacy caucus. We need 
one. As all of these technologies converge, as all of these financial 
institutions converge, we need a Congressional privacy caucus to 
ensure that we have sm ongoing monitoring of these issues. Every 
citizen has a right to knowledge of the information that is being 
gathered about them, notice that the information is going to be re- 
used for purposes other than that which they originally intended, 
and the right to say no, they don't want this information used for 
any other purpose. 

I hope that as we move forward on the markup of this legislation 
that we can ensure that these privacy rights of every American are 
indeed protected. 

I thank you, Mr. ChairmEm, and I yield back the balance. 

[The prepared statement of Hon. Edward J. Markey follows:] 



Thank you, Mr. Chairman. One of the most critically important domestic policy 
issues coming before the Cotujresa this session is what is going to happen to the 
consumer's most personal information, including their financial records, or their 
health and insurance information when banks, brokerage firms, and insurance com- 

Cinies all merge with one another under the financial services modernization legis- 
tion, H.R. 10. 

It has now become increasingly clear that consumers are today at great risk of 
having their privaty totally compromised as the affiliations occiurii^ in the market- 
place and sanctified under this bill allow banks, brokeia, and insurance companies 
to compile a detailed digital dossier of a consumer's most sensitive health and medi- 
cal records, their credit card and checking account transactions, their bank balances 
and loans, and their life and medical insurance information. If we fail to act now, 
we will soon be fadng Big Brother Banking — financial institutions that can snoop 
into our lifestyles, our finances, our health records, our most personal family se- 
crets. Now, the financial services industry likes to tell us all about the wonderiiil 
"s^ergies" that will result when our personal secrets are sold or transferred to af- 
filiates. 

But lef B just take a look into the fiiture at what some of these "synei^es" actu- 
ally could mean for consumers. The next time you get cold-called by a stock broker. 
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Disoraier, and the com|>an; that makes this stuff is about to have its stock go H^ 
throui^ the roof. But right now, if s undervalued and so we're recommending to our 
customers that thev buy now, 

"YJh, and I see that you've been buying Depends for your B5-year old mothcF-in- 
law, who lives at home with you. Well, our health sector analysts are progectiiig c<m- 
tinued growth in the incontinence maiket as the Baby Boomers reach their Gtddtn 
Years, bo now is really the time to get in on the stou of the com^iBnies that maks 
these products. And speaking of companies whose products are sdling like hotcakes, 
I guess I don't need to tell YOU htm much that Viagra drug is taking aff--4f yon 
know what I mean?" 

And, the next day, n4ien you and your wife drc^ by to visit your friendly banker 
seeking a mortgage for the dream home you've just made an ofFer on, does he ^m- 
patiieticslly shake his head as he reviews his computer database, saving that he's 
BO sorry to see that your wife has recently been under treatment for oreast cancer, 
but "the bank is just going to have to require a larger downpayment and hi^to' in- 
terest rate to reflect tlie increased risk it would bear if it were to grant this moit- 
gage application, given the fkct that you will be relying on bot^ of your incomes to 
make ttie mortgage payments." 

"Oh, and by the way, we see that you've been charging quite a tab down at Joe's 
Tavern over the last two months, which I guess is understandable in light of your 
daughter's ADD, your mother-in-law's incontinence problem, and your v^e's cancer 
teeatments. But we're just someidiat concerned about the impact of your recently 
increased drinking habits on your continued ability to pay back this mortgage you're 
asking us to grant you." 

And when you drt^ by you insurance a^nt a few days later to take out a new 
life insurance poliqr, wiU he, after a few cUcks of the mouse on his computer, look 
over to you and ask, "So, can you tell me what all these recent chargea ai« for Sky- 
diving Lessons?" "And I also see that you've recently written several checka for psy- 
chiabic counseling and jrou've also submitted claims for a Prozac prescriptimt — 
whaf a that all about?" "Now, 1 am sorry to have to ask this, but you know — if s cwn- 
pany policy. I mean, between your kid's ADD, your mother-in-law's incontinence, 
your wife's breast cancer, your recently increased drinking, your impotence, and, 
well, this new skydiving thing — well, our mana^ment might say that we shouldn't 
really insure you at alL 1 mean, lef a &ce it, given all you've been going through, 
you are definitely one big euieide risk." 

Now, of course, your friendly banker, broker, or insurer won't be foolish enough 
to actually reveal to you that they've gathered all this sensitive information about 
you, because they know that if they ever did you'd probably reach right across tbe 
desk and throttle them for their insolence in piring into your personal affairs. But, 
under current law, there is notbing to prevent them from taking your family secrets 
and selling or transferring them to their affiliates — all in the name of "synergies." 
And H.R. 10 does very litUe to atop the principal harm done by these much touted 
"synergies" — the taking of an individual's most precious private proper^ rifijit, thW 
right to privacy. 

In order to provide meaningful priva^ protections, H.R. 10 needs to provide con- 
sumers with three things; Knowledge of what information is being collected about 
them; Notice before informatlDn is transferred to affiliates for purposes other than 
the original purpose for which it was provided, and a right to say No. 1 intend to 
offer amendments to this legislation which would provide consumers with Knowl- 
edge, Notice and Know, and I urge my colleagues to support this effort In addition, 
I would like to notify the Members that I am today eatoblishin^ a Congressional 
Privacy Caucus to serve as a clearinghouse for information on privacy matters and 
educate and organize Members with an interest in these critical issues, so that we 
can prevent the digital disutt^ia that I have just described from coming into being. 
I urge my colleagues to join me in this endeavor. 

Mr. OXLEY. The gentleman yields back. The Chair now recc^- 
nizes the vice president of the subconunittee, the gentleman from 
Louieiana, Mr. Tauzin. 

Mr. Tauzin. Thank you, Mr. Chairman. 

I commend you for moving H.R. 10 again this year in an attempt 
to settle this incredibly complex and contentious set of issues. Just 
last week, Alan Greenspan, chairmfm of the Federal Reserve 
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Board, shared with us his coDcems regarding H.R. 10 as it was re- 
ported out of the banking committee. 

I am pleEised to see my colleague from Louisiana who serves on 
that committee here. I wemted to say up front that I think Mr. 
Greenspan's concerns about the op-sub model proposed by the 
banking committee are shared by this member. As reported out of 
H.R. 10 as it came out of banking it would enable banks to transfer 
safety net subsidies to their operating subsidiaries engaged in fi- 
nancial activities not conducted directly in the banks. 

Mr. Greenspan indicated his concern, I share it, that this would 
place traditional securities and insurance firms at a competitive 
disadvantage as it clearly would not have the access to the pay- 
ment system that would be affordable indeed to banks engaging in 
these activities. Ultimately, I disagree with the notion that the se- 
curities or insurance firm should have access to a payment ^stem 
just because it is an operating subsidiary of a bank. In fact, I CEtn't 
see a good reason why any securities, insurance, and nonbankii^ 
entity should be afforded access to the payment system. 

To try to put it in perspective here, banks have always been al- 
lowed to receive Federal safety net subsidies for one reEison, be- 
cause we believe that it is important to preserve the safety and 
soundness of the banking system in which Americans deposit their 
money for SEifekeeping. It makes sense. Depositing money in a bank 
should be, as much as possible, a riskless activity. And the pay- 
ment system exists to ensure against or eliminate as many of those 
risks as possible when that money is deposited. 

By contrast, it is counterintuitive, in fsict it is ridiculous to say 
that an investor is going to expect emy loss she might incur as a 
result of investing in an inherently risky capital market should be 
insured by the taxpayers through the Federal Government that in- 
sures these safety net deposits. Fundamentally then, it doesn't 
make sense for the Federal Government to insure against capital 
losses, and I ctm see no justification whatsoever for eneibling sub- 
op investments and securities firms to access Federal safety nets 
subsidies. 

That access would indeed result in competitive disadvant^es, 
and I think would subsidize the capital investment activities on be- 
half of the investing customers. I imderstand that Secretary Rubin 
will favor the sub-op model, and I am anxious to hear if he can ad- 
dress those concerns. Ultimately, there is an additional concern 
t^at I have with H.R. 10 that I want to hear briefly. 

I am concerned about the way that the insurance provisions are 
drafted. In my view, the bill in its current state seems to strip the 
States of their much needed authority to regulate the sale of insur- 
ance and protect insursmce customers. In lieu of affording the 
States the requisite authority to properly regulate insurance, the 
bill appears to give the comptroller and the omce of thrifts division 
a great deal of regulatory discretion to control these activities. 

I just had some recent experience with the FCC that I think we 
all should remember. The FCC recently, through court action, de- 
prived our States of their authority to local telephone rates based 
on economies of scale and local costs. Just as local special consider- 
ations and insurance has generally been regulated on a State and 
local basis, because of that, I have grave concerns about a poHcy 
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that would move more and more authority to a Federal sjrstem of 
r^ulation and the uncertainties of changes in that Federal regu- 
latory scheme from time to time. 

That provision of H.R. 10 deeply concerns me. After all, the 
terms of the insurance policies are usually based on many local 
considerations to which Federal regulators are not at all sensitive. 
Again, Mr. Chairman, I am anxious to hear my good friend, espe- 
cially my friend from Louisiana, but I also look forward to hearuig 
Secretary Rubin's defense of what I consider to be some very bad 
policy when it comes to sharing the Federal safety net to risky cap- 
ital investments. 1 yield back the balance of my time. 

Mr. OxLEY. The gentleman yields back. 

The gentleman now recognizes the gentleman from Mich^an, the 
ranking member of the full committee, Mr. Dingell. 

Mr. Dingell. Mr. Chairman, I thank you for your courtesy and 
I thank you for the hearing. 

Mr. Chairman, I will not belabor the points I made in my open- 
ing statement at last week's hearing. That record is, I think, a good 
one; and I am pleased to have made the opening statement and re- 
ceived the courtesy of the Chair on that matter. 

I will reiterate one thing. I am strongly opposed to H.R. 10 in 
its current form. I am willing to work with my colleagues to im- 
prove it. However, unless it is significimtly changed, I will r^ret- 
niUy be opposed to it at every stage of the legislative process with 
great vigor. 

On behalf of the minority, I will need to note a serious proce- 
dural and substantive issue for the record. Last week we were in- 
formed by the megority staff that we could not hear from consumer 
group witnesses at today's hearing because there would be three 
panels of administration and industry witnesses and thus no time 
or room to accommodate the minority's request. 

While I understand that time is dear, I would note that having 
a full and complete record is extremely important and having the 
views of consumers on this matter is something which is very im- 

EDrtant both to a proper hearing of the matter and also to a proper 
earing record, as well as to give the committee the information on 
all viewpoints with regard to the legislation. I feel very strongly 
that we do need in this conunittee a strong record on key consumer 
issues, including privacy and the community reinvestment act. 
Therefore, it would be my hope that we could hear these witnesses 
at a time soon and that we could do a good job of achieving a prop- 
er and a fiill record. 

I would note that two of my colleagues from the banking commit- 
tee. Republican members, are being heard this morning. "They were 
added at the last minute. That is fine. 1 have no objection to that 
and certainly there is no ill will either toward these members or 
toward having them heard. But we do believe that there should be 
an opportunity for the conunittee to hear from consumer witnesses 
and that we should make the necessary room and opportunity for 
them to be heard. 

I would also note that the Treasury Department testimony ar- 
rived last evening after most members of the staff had left for the 
day. I resp>ectfully request then that the record be kept open for the 
submission of written questions for the Secretary after we have 
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had adequate opportunity to review his written statement and the 
issues that that statement raises. 

I would note that the Chair has been providing good leadership 
in our consideration of this matter, and I thank you for recognizing 
me for my comments. 

Thank you, Mr. Chmrman. 

Mr. OxLEY. The gentleman yields back. Without objection, any 
questions to the Secretary in writing would be in order. Without 
objection it is so ordered. 

Mr. OXLEY. The gentleman from Kentucky, Mr. Whitfield. 

Mr. Whitfield. Thank you very much, Mr. Chairman. Thank 
you, Mr. Chairman, for recognizing me. 

I wanted to welcome today to this hearing George Nichols who 
is the Commissioner of Insurance from the State of Kentucky. I 
know he has testified before this committee before. He is a real ex- 
pert in this area. He is considered one of the most effective insur- 
ance commissioners we have had in Kentucky for some time and 
his peers at the National Association of Insurance Commissioners 
respect him so much that they named him the chairman of their 
speci£il committee on finEmcial services modernization. 

So, Mr. Commissioner, we look forwaird to your testimony as well 
as that of the other distinguished witnesses this morning. 

I yield back the balance of my time. 

Mr. OxLEY. The gentleman yields back. 

The gentleman from Minnesota, Mr. Luther. No opening state- 
ment? 

The gentleman from Iowa, Dr. Gsmske. 

Mr. Ganske. Thank you, Mr. Chairmem. 

I think it would not have been unreasonable for a lobbyist when 
I started in 1995 to have said I expect that you will see a vote on 
war and a vote on an impeachment of the President before you will 
ever see Glass-Steagell changed. 

Well, it is possible that we Eire seeing light at the end of the tun- 
nel, and the reason for that is that I think there is a consensus 
that the form of Glass-Steagell would provide for better services for 
consumers and would also help our Hnancial services industry in 
the United States compete better globally. Des Moines has a very 
strong finemcial services and insurance industry, and so I have 
been very interested in this issue. 

Why am I optimistic? Well, there was a big bipartisEm vote that 
came out of banking, and I appreciate Mr. Baker and Mrs. Rou- 
kema for being here today. I am hearing that leadership on both 
sides of the aisle in both the House and the Senate would like to 
see something happen this year as well as the administration. That 
doesn't mean that there aren't some problems and some bumps 
along the way that we will have to look at. It has already been 
mentioned that the operating subsidiary issue, the financial medi- 
cal privacy issue, CRA — but I feel that there is a coalition that is 
there that has come together based on work that we did in the last 
Congress that is delicate but is in agreement on most of the mE^f^ 
things £18 it relates to insurance, securities, banking, emd consumer 
protections. 

And I am very hopeful, Mr. Chairman, that maybe this year we 
will actually get the job done. Maybe the stars will come into aHgn- 
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ment. It takes an awful lot of work by a lot of people, and I com- 
mend you for your effort on this. 

I also want to note that Mr. Arnold Schultz is here today from 
Grundy Center which is very close to Des Moines. We will appre- 
ciate lus testimony. 

Thank you, Mr. Chairman. 

Mr. OxLEY. The gentleman yields back. 

The gentleman from Illinois, Mr. Shimkus? Do you have an open- 
ing statement? None. 

The gentlemsm ftt)m New York, Mr. Fossella. Mr. Bilbray, the 
gentleman from California. 

Mr, Gillmor, the gentleman from Ohio. 

Mr. Gillmor. Mr. Chairman, I don't have an opening statement. 
I just want to welcome a fellow "buckeye" who is going to be on 
our last panel, W. Craig Zimpher, with Nationwide Insiu*ance who 
I first knew when he worked in then Governor Rhodes' office and 
has had a distinguished career both in government and the private 
sector, and we look forward to hearing his testimony. 

Mr. OxLEY. I thank the gentlemeui. And finally the gentleman 
from Miiryland, Mr. Ehrlich. 

No further opening statements, we will now turn to our distin- 
guished Members panel. Let me introduce the first witness, the 
gentleman from Louisiana, Mr. Baker. 

STATEMENT OF HON. RICHARD H. BAKER. A REPRESENTA- 
TIVE IN CONGRESS FROM THE STATE OF LOUISIANA 

Mr. Baker. Thank you, Mr. Chairman. I certainly appreciate the 
courtesy that you have extended and that of the committee to allow 
me to appear here this morning with Ms. Roukema and to present 
a perspective from the House Banking Committee on this con- 
troversial subject. 

The world is chEinging irrevocably in manners that few under- 
stand euid even less can accurately predict. No doubt there are 
many companies that can lend you a mortgage, but there is one out 
there that can also do that and sell you a casket as well under cur- 
rent law. 

The pressure is on, whether from uniquely chartered special pur- 
pose institutions, such as imitary thrift, a section 20 Eifliliate, or a 
foreign hook. The traditional institution has competitors with mar- 
ket advantages govemmentally created. 

Just one example. Since 1990, the Fed has issued approval for 
18 foreign banks to own subsidiaries that engage in the underwrit- 
ing of securities in the United States. This is not insignificant as 
the aggregate £isset size of these foreign institutions exceeds $450 
billion. The Fed has acknowledged that a foreign bank may estfd>* 
lish a BubsidiEuy while a U.S. bank may not. 

On another point somewhat unrelated but of equal curiosity, 
under the Bank Holding Company Act, a bank may own up to 24.9 
percent of nonvoting stock in a United States corporation, but at 
the same time that same bank may own up to 40 percent of nonvot- 
ing stock of a foreign corporation. I never have understood nor had 
it explained to me why a larger share of ownership in a foreign cor- 
poration is safer than a smaller share of ownership in a domestic 
corporation. 
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Clearly there is a patchwork of regulatory standards and stat- 
utes that create current market inequities. I note, Mr. Towns, in 
your opening statement your concern for having a uniform playing 
field in which all participants are treated equally. The regrettable 
observation is, today, we have irregularities that create market in- 
equities already. But to add another level of complexity to that de- 
dsionmeiking process, I would note that there are nonregulated fi- 
nancial service organizations that do provide a full range of finan- 
cial services without similar regulatory responsibihtiea. 

This means that competitors of regulated finsuicial institutions 
have a real cost advanteige in the delivery of the same financial 
products. For instance. Ford Motor Company can offer a money 
market account which is, in all respects, a checking aiccount as well 
as investment counseling, insurance products, radios, and bumpers. 

Is this bad? Consumers don't think so. Profits are at record lev- 
els, stock valuations are at record levels. But they don't pay deposit 
insurance premiums. Consumers don't care. The Federal Reserve 
monitoring is not there. Consiomers don't care. They don't comply 
with CRA. Consumers don't care. Neither the OTS, the FDIC, the 
OCC, or the Treasury inspect the books. Customers just don't care. 

There is good reason why the customers don't worry about the 
lack of government intrusion. As Fed Governor Ferguson best stat- 
ed on February 25 of this year, and I note afler the Long-Term 
Capital failure, "^rhaps the most fundamental principle that must 
guide us is that private market participsints are the first line of de- 
fense against excessive private and pubUc risk in the finamcieil sys- 
tem." 

I would note that it was the market that first advised the regu- 
lators of Long-Term's significant problems, not the regulatory sys- 
tem. Despite the regulatory failure in the LTCM problems, the sys- 
tem almost always works in the best interest of the taxpayer and 
the consumer. 

Can we assure there will never be failures? Certainly not. The 
markets do treat failure very harshly, but can we assure that there 
will never be any loss to the deposit insureuice fund no matter 
whether we have the affiliate or the subsidiary structure? Abso- 
lutely not. 

But the Secretary of the Treasury and all four past and present 
FDIC chairpersons, the current and three precemt^, two Repub- 
licans and two Democrats, agree that the op-sub provisions make 
market sense and consumer sense. In fact, the preceding FDIC 
chairmen argue that forcing activities into an affiliate actually ex- 
poses insured banks to greater risks than that of the operating sub- 
sidiary. 

So what are we to do? Ultimately, the consumer and taxpayer 
should be our focus. Government policy should not determine prof- 
itability. Government regulations should not determine winners 
and losers. In America, management should discuss in their board- 
room how to best use their shareholders' investment to efficiently 
serve customers. 

The best service at the lowest price serves investors and consum- 
ers well. But leaving business managers to structure their business 
as they see fit should not only be permissible but encouraged. The 
Fed would acknowledge that for the complex international financial 
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corporation that is permissible under current law, the best risk 
analysis comes from the corporations' own internal risk-manage- 
ment analysis. 

Can we appropriately conclude that we can best determine busi- 
ness structure when we can't fully understand even the business 
activities that we are attempting to regulate? Governor Meyer, in 
a speech of March 2 of this year said, "if we excluded banks from 
financial modernization in order to avoid safety net and subsidy 
transference over a wider area, banks would simply take smaller 
shares of the total financial markets' pie as their less-protected and 
subsidized competitors expanded." 

I doubt that banks would wither away, but they would surely be- 
come less important. Let me say it in my own way. Imagine for a 
moment your last name is Kennedy, not the Meissachusetts kind 
but the Clinton, Louisiana, kind, and you are sitting behind the 
desk as the CEO of Feliciana Bank and Trust in Louisiana, a $442 
million institution. While you look down the street, and it is a short 
street, you look to the automobile dealership where you used to fi- 
nance six, maybe eight automobiles a month. Now G.E. Capital fi- 
nances those. You look up the street to the sheriffs depeutmetit 
and you see G.E. Capital financing the fleet-leasing program fw 
that sheriff's dep^lrtment. As a matter of fact, everywhere you look 
in that town you find evidence of G.E, Capit£il, home mortgages, in- 
surance, retail, finance, credit cards, computer services, appliance 
manufacturing, plastics, lighting and aircraft engines. By me way, 
they can advertise it all on their own network, NBC. 

Now, do you tiiink that Mr. Kennedy is really worried about aflSl- 
iate versus subsidiary structure? You see, G.E. Capital is not sub- 
ject to Federal regulation. Neither the FDIC, the OTC, the OCC, 
or CRA or any other financially regulatory constraint which IBi. 
Kennedy is subject to. This is just one example among many. So 
while we fervently debate the advisabiUty of affiliate versus sub- 
sidiary, Mr. Kennedy wonders why A.G. Edwards, credit unions, 
and G. E. Capital and the like are able to do what he can't, make 
a profit without strangling government regulation. 

Does the Federal Reserve reedly need to sit on Mr. Kennedy's 
board to protect America's economic interests? Would a subsidiaiy 
in Chnton, Louisiana, threaten national safety and soundness? I do 
not think so. Let the free enterprise system work. Let services and 
products meet consumers needs. Let regulators monitor profes- 
sional conduct, and let Mr. Kennedy make his own business deci- 
sions whether those include a subsidiary or not. In this matter, fi- 
nemcial markets will continue to innovate products and services 
whereby consumers will be protected and served in the best man- 
ner possible. 

Thank you, Mr. Cheurmfm. 

[The prepared statement of Hon. Richard H. Baker follows:] 



The world is changing, irrevocably, in manners that few understand, and emn 
less can accurately, predict. Governor Meyer of the Federal Reserve captures tbia 
change well. 

Hi^h-speed computers and constant pressure to press the envelwe of r^ulatotj 
limits made possible everything from money maricet mutual funds to deiin- 
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ital maAet instrumentG; from computer shopping for a mortgage to a hi^er 
yielding deposit at a virtual bank; mm equity mutual funds m>m a bank or a 
twokcT to a checking account at jrour creoit union; from a company that will 



lend you a mortgage to one that mil do that and sell you a casket (ves a casket 
manufacturer owns an S&L); and I could go on. — Gov. Laurence Meyer (March 
12, 1999) 

The pressure is on, whether from uniquely charted, special puipose financial insti- 
itions, such as a unitary thrift, a Section 20 afEiliate. or a foreign bank, the tradi- 
onal institution has competitors with market advantages governmentaily created, 
uat one example, since 1990, the Fed has issued approval for 18 foreign banks to 
mi subsidiaries that engage in the underwriting of securities in the U.S. This is 
ot insignificant as the aggregate asset size of these foreign institutions exceeds 
460 bilBon. The Fed has acknowledged that a foreign bank may establish and fund 

Btibsidiary, while a U.S. bank may notAnother anachronism of financial regula- 
lOn includes current Fed practices. Under the Bank Holding Company Act, a bank 
uiy own up to 24.9% of non-voting stock in a U.S. corporation, but at uie same time 
; ma; own up to 40% of a foreign corporation. 1 have never understood how a larger 
hare of a foreign corporation is less risky than a smaller share of a U.S. corpora- 
oo. And don't get me started on the subject of unitaty thrifts except for one obser- 
ation. The unitary thrift charter was created by Congress in 1967. Not only do 
Mse institutions engage in diversified financial activities, they engage in commer- 
ial activities as well. Although existing charter operations number m the hundreds, 
utny more applicants are pending approval. More importantly, of aU thrifts operat- 
Ig today, unitary thrifts control 70% of all thrift assets. 

Despite this predominant maricet share, are regulators in pursuit of abusive mar- 



et participants? No. Are consumer organizations demanding their closure? No. Are 
curitiM and insurance companies fighf — '- -' — --■- "- — " "-- >-~j'- •- '--• 
e onhrsraup outsp<Aen in their dema 
nks. Why, because of the competitive advantage of their charter. 



and insurance companies fitting to eliminate them? Not hardW. In fact, 
.___,___ !_ .L_!_ , , r... ,,_ ,. .,_ = thrifts are the 



>utsp<Aen in their demand for limits on the unitary tl 
■uu. nu*. ueUluae of the Competitive advantage of their charter. 

Clearly, there is a patchwork of regulatory standards and statutes that create cur- 
mt market inequities. But to add another level of complexity to our decision mark- 
ig process non-regulated financial service organizations provide a full range of fi- 
•noal services without a similar regulatory responsibility. This means that non- 
sgulated competitors of regulated fii^cial institutions have a real cost advantage 
itbe delivery of financial services. 

Fmt uutance, many non-banks such as GMAC and Ford Motor Company ofTer a 
wney mai^et account, which is, in all respects a checking account, as well as in- 
MtOMDt couns^in^, insurance products, radios, and winddiield wipers. Is this bad? 
^natomers don't think so. Profits are at record levels, stock valuation is at record 
mia. But they dont pay deposit insurance premiums. Customers don't care. The 
vdoral Reso've doesn^ daim to monitor their conduct Customers don't care. Th^ 
oat comidy with CRA. Customers don't care. Neither the OTS, the FDIC. the OCC, 
r the Treaauiy inspect Uie books. Customers don't care. And there is good reason 



1 February 25 of this year, note after 

__,. _i most ftu^amental principal that must guide us is that private 

ma^et participants are the first line of defense against excessive private and 
. public risk in Uie financial svstem. Private borrowers, lenders, investors, insti- 
tutions, traders, brokers, exchanges, and clearing systems all have huge stakes 
in containing their risks as individual agents and risk to the ^stem as a whole. 
Private maiKet participants can discourage excessive risk taking by choosing to 
do business with those firms that demonstrate sound risk management systems, 
and p<wtfidioB that balance appropriately risk and expected return. — (Gov. Fer- 
guton, Feb. 25. 1999) 
Despite the r^ulatory failure in the LTCM incident, the system almost always 
viriu in the interest of the taxpayer. 

Can we assure there will never be failures? Certainly not The markets do treat 
liture harshlyl Can we assure there will never be any loss to the deposit insurance 
mda, no matter what structure we dictate? Absolutely not. 

But I am assured by the Secretary of the Treasury, and all four FDIC chair- 
snons, (the current and three preceding — 2 Republicans and 2 Democrats), agree 
lat the op-sub provisions make market sense and consumer sense. In fact, the pre- 
idiiig FDIC chairmen arf^e that forcing activities into an affiliate actually exposes 
uuied banks to greater risks than that of an operating subsidiary. 
So what are we to do? Ultimately the consumer ana the taxpayer should be our 
teaa. Government policy should not determine profitabiUty. Government regulation 
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should not determine winners and losers. In America, management should bcdd dis- 
cussions in the boardroom how to best use their shareholders investment to effi- 
ciently serve their customers. The best and most convenient service at the lowest 
price serves investor and consumer well. Permitting business managers to stmctuic 
their business as they see fit should not only be permissible, it should be encour 
aged. 

The Fed acknowledges, that for complex international financial mstitutians— alt 
operating under existing law — the best rislc analysis comes from the institutioiis 
own internal managerial risk assessment. Can we. appropriately conclude that we 
can best determine business structure, when we don t fully understand the nature 
of the business activities we are attempting to regulate? 

Let me say it another way. Imagine for a moment your last name is Kenne^'— 
not the Massachusetts kind, but the Feliciana Louisiana kind, and you're sitting m- 
hind the desk of Clinton Bank and Trust, which is a $44.2 million eommumty bank. 
While we debate subsidiary versus affiliate, he looks down the street and sees, say 
for example, the local credit union or GE Capital which is financing the 6 or 6 can 
a monUi he used to finance. He sees GE Capital down the street leasing an auto 
fleet to the Sheriffs department GE Capital in fact can do home mortgages, insui^ 
ance, retail finance, credit cards, computer service, appliance sales, plastics, light- 
ing, and aircraft engines, and advertise it all on their network-NBC. All vrithinit 
bank holding company r^ulation. Do you think Mr. Kennedy is really worried about 
affiliates versus subsidiaries? You see GE Capital is not subject to Federal r^ula- 
tions, FDIC, OTC, OCC — and particularly CRA — or any other financial regulatuy 
constraint, but Mr. Kennedy is subject 

Now this ia just one example among many. So while we fervently debate the ad- 
visabihty of affiliate versus subsidiary, Mr. Kennedy wonders why credit unioos, 
unitary thrifts like AG Edwards, GE Capital, and the like are al>le to do what be 
can't— make a profit without the stranghng government regulation. Does the Fed- 
eral Reserve really need to sit on Mr. Kennedys board to protect America's econimic 
interests? Would a subsidiary in CUnton, Louisiana threaten national suTety and 
soundness? I do not think so. 

Let's let free enterprise work. Let services and products meet consumer needs. Lat 
regulators monitor professional conduct. And let Mr. Kennedy make his own busi- 
ness decision — whether a subsidiary or not. 

Mr. OxLEY. Thank you, Mr. Baker. 

We now turn to our distinguished lady from New Jersey. What 
are your druthers, Marge? ] 

STATEMENT OF HON. MARGE ROUKEMA, A REPRESENTATIVG 
IN CONGRESS FROM THE STATE OF NEW JERSEY 

Mrs. RoUKEMA. Well, my druthers would be, I think in the inter- 
est of your time and everyone's patience here, to just submit my 
testimony and give maybe a 2 minute summary so that it can be 
submitted. Because I, as chairwoman of the Financial Institution 
Subcommittee, have very strong feeUngs here on the subject of the 
holding company affiliate structure that are consistent with Chair- 
man Greenspan's position. I know you, Mr. Chairman, have ref- 
erenced the Greenspan position. 

This is not about winners and losers, it is about fire walls and 
safety and soundness and the American taxpayers. In mv full testi- 
mony, I reference the fact that if we don't learn from history, we 
are doomed to repeat the same mistakes £utd item by item ref- 
erenced the savings and loan debacle as being a parallel that we 
would be inviting if we did not follow Mr. Greenspan's position. 

This is not a turf battle. It is about having more than rhetoric 
relating to safety and soundness and those fire walls. I believe 
firmly, as my testimony will reflect in specific detail, that the hold- 
ing company structure is absolutely essential to prevent conflicts of 
interest and the safety and soundness questions. 
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In addition, I must say that if you look at the Asian crisis, you 
will see that government interference in the financial institutions 
there brought about the Asian crisis. I am not talking as a Repub- 
lican or as a Democrat. But if you have elected ofScials through the 
Treasury Department setting up arbitrary and discretionary re- 
quirements for fimmcial institutions in the future, you are inviting 
political manipulation rather than objective standards for those 
purposes. 

Finally, I would like to say that by all means I believe we need 
a bill this year. If we in the Congress do not get a bill this year, 
we are essentially saying that the regulators and the Court — we 
can't do our business and the regulators and the courts will fill in 
and redes^n financial institutions and modernization without stat- 
utory authority because we would have abrogated our responsibil- 
ity. 

Again, Mr. Chairman, I believe that you will see that the testi- 
mony reflects completely from my own experience and my position 
as the chairwoman of what Chairman Greenspan has laid out to 
you and what you, Mr. Chmrman, and Mr. Tauzin, vice chairman, 
have enunciateed in your opening statements. 

[The prepared statement of Hon. Manage Rnukema follows:} 



the day Abraham IJncobi uttered them in 1862 and they have sp««ial signmcance 
for Congress as we consider legislation that would comprehensively modernize our 
financial laws. 

Financial mod^imation may not have the headline-grabbing power of air strikes 
in Serbia or school violence, or the potential to affect our daily lives like a proposed 
tax increase. But this legislation is critically important. If not 'done right" it has 
the potmtial to drain bundreda of billions from America's financial system and from 
federa budget jBiorities such as preserving Social Security and improving edu- 
cation. Iliis is not about winners and losers. By all means, we need a Dill this year. 

The pending financial modernization legislation is designed to replace outmoded 
laws — many <» which were drafted during the Great Depression. The bill would tear 
down the out«f-date barriers that prohibit banks, securities firms, insurance compa- 
nin and otfa«r fitiam-iai service providers &om affiliating with each other and enter- 
ing oflch other's bumnesses. It trauld foster competition for financial services, permit 
WtinTM^'al oqfanizations to offer consumers a wider array of products and services, 
aod mhance the ability of U.S. banking and financial companies to compete more 
«fficiaitly in the global market 

Conn«Bs has a special responsibility, however, to ensure that the newly author- 
ised amliationa and activities occur within a framework that protects the safety and 
soundness of this nation's insured banks, the Federal deposit insurance fLmds and 
the American taxpayer. In fiict, this decision regarding the how we construct an ap- 
propriate framework for authorizing new fmandal activities is likely the most im- 
portant decision associatad with finanHai modernization, and a misstep will have 
profouod otmsequences for our financial ^tem and the taxpayer. 

We have bem down this road before. The savings and loan debacle of the 1980s 
cost the Federal deposit insurance ftinds and, ultimately, the American taxpayer 
hundreds of biUions of dollars. Indeed, the price tag grows every day as lingering 
lawsuits are settled. 

'Hiese losses were caused in part because S&I« were permitted to engage in risky 
Ktivities directly or through subsidiaries - incurrine substantial losses. In some 
cases, these losses had a direct impact on the financial solvency of the parent thrift. 
Hundreds of federally insured thrifts had to be bailed out by the federal govern- 
neot, and ultimately, by us, the taxpayers. 

Following the thrift taxpayer-financed bailout. Congress restricted the ability of 
insured state banks to engage through subsidiaries in such risky activities, such as 
underwriting property and casualty insurance or making equity investments in non- 
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banking entities. We also required the accounting practices of Fedoal bantdng 
agencies to "^ unifonn and consistent with genially accepted accounting prin- 

we „v — -J 

Unfortunately, the painful lessons of the thrift debacle have foded witti 
time and our enduring economic boom has tempered memories of what can happen, 
particularly to insured depository institutions, when the economy turns sour. 

I believe the Treasury Department's own modernization proposal has the potantial 
to repeat the costly mistakes of the thrift crisis. In particular, the Treuiuy Depart- 
ment has championed a proposal that would allow so-called "operatiiig subaidiaria^ 
of national banks to engage in some of the potentially risky activities that Coogrea 
has not allowed national banks to conduct directly. These activities include mer- 
chant banking. activities, which would allow subsidiaries of national baoks to ae- 
quire up to 100 percent of the equity of companies engaged in any ^rpe of t™*"""' 
or commercial activity, 

Here we go again. Treasury's proposal would place the American taxpayer at liiL 
Losses at an operating subsidiary can occur quickly and can significantly exceed Qte 
bank's total capital and investment in the subsidiary. These losses must be ful^ and 
immediately reflected in the financial statements oi the parent insured bank under 
generally accepted accounting principles end, thus, can have an inunediate impact 
on the bank's solvency. The direct ownership and management link between an op- 
erating subsidiary and its parent bank also gives the hank a EOrtnig incentive to sup- 
port a financially distressed operating subsidiaiy. These economic realities have not 
changed since the thrift crisis of the 1980s. 



Tr^suiT would address the risks inherent in the operating subsidiaiy stnictuie 
through tne creation of so-called regulatory "firewalls," But these firewalls would 
not fiuly protect an insured national bank, the Federal deposit insurance funds or 
the American taxpayer from losses incurred by an operating subsidiary. Exptxieau 
with the thrift crisis proves that such artificial regulatory accounting devices are not 
effective because they cannot alter economic realities — losses at a subsidiar; reduce 
the economic resources of the parent. 

This is precisely why Congress must support the "holding company" framewnk 
The holding company framework has an established track record of better TTimilati"e 
insured banks fram the risks associated with new activities. An insured bank docs 
not control a holding company afShate. Instead, the bank is owned by the uninsured 
holding company. Losses mcurred by a holding company affiliate are not directly n- 
fleeted in the financial statements of an affiliated bank and are borne I9 the unin- 
sured holding company — not the insured bank. 

It is for these reasons that the financial modernization bills passed last year by 
the House and by the Senate Banking Commtttee rejected the operatiiw auMdiuT 
fi'amework and required a holding company frameworiL. Many who i£Bcaunt lut 
year's action claim it is nothing but a turf battle. It is not There are sound po^ 
reasons to institute a prudent system of checks and balances. 

There is one final nsk that the operating subsidiary structure would praaenL It 
would invite the further politicization of banking and financial policy by greatly o- 
panding the authority of the Treasury Department and, thus, the.abili^. of aiiyA<l- 

ministration— Democrat or Republican — to exert influence ovo' ^wnkitw a ~~ 

tions. For sound reasons. Congress has carefiil^ divided responsibili^ for fl 

institution regulation and policy among the pohtically elected executive branch and 
independent regulatory agencies, such as the Federal Reserve Board. 

We have the right regulatory structure now. Here I would point to Asia irtiere 
the ongoing financial crisis was exaceriiated by the outrt^t corrupt ralatioaahqi be- 
tween the Asian governments and their respective financml indusmes. 

The operating subsidiary structure would daiwerously upset this cardUl ~ 
and lead to the fluther politicization of financial policy. Banks pla^ too j 
a role in our economy to allow banking policy to become fUrtber politidzed. 

The lessons of the finandal collapse that led to Depression and the more racNit 
Asian economic crisis should be "r»l flags" reminding Congress to do it job to no- 
tect the safety and soundness of the financial services sector. It does that by ftdun- 
ing the lead of Federal Chairman Alan Greenspan and by rejecting Treasury's dan- 
gerous "opsub" scheme. 

Mr. OxLEY, Without objection, the full statement will be made 
part of the record as well as Mr. Baker's. We thank both of you for 
your testimony. The Chair would note that we do have a vote on 
the floor, and the committee will stand in recess for 15 minutes. 

[Brief recess.] 
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Mr. OXLEY. The subcommittee will reconvene. 

We are honored to have as our lead witness this morning the 
Honor^le Robert Rubin, Secretary of the Treasury. Secretary 
Rubin, thank you for appearing before the committee today. We ap- 
preciate you taking the time to be with us, and we apologize for 
the usual floor votes and other distractions, but we are eagerly an- 
ticipating your peirticipation and your testimony. With that, let me 
recognize you for whatever time you wish to spend with us. 

statement of hon. robert e. rubm. secretary of the 
treasury, accompanied by richard s. carnell, as- 
8i8t ant secretary of the treasury, department of 
theiheasury 

Mr, Rubin. Thank you, Mr. Chairmem. Let me start by thanking 
you for the opportunity to be here with you. 

Mr. ChtLEY. Is that microphone on? 

Mr. Rubin. I do not know the emswer to that, sir. Is it better 
now? Would you rather I have it on or off? 

Mr. OxLEY. We will take a vote on that. 

Mr. Rubin. I tJiink I will put it on. Let me start again, if I may. 

Mr. Chairman, we are delighted to be here. I appreciate the op- 
portunity to present our views on H.R. 10, and finfincied moderniza- 
tion more generally. Let me begin, if I can, with a general comment 
that the United States financial services industry is stronger and 
more competitive in the global economy than at any time in many, 
many decades, including dominance in investment hanking and a 
stronger position abroad in commercial banking than certainly at 
any tmie m my memory. 

Moreover, financial modernizations are occurring through the 
marketplfice, products are being developed in one sector that serve 
another sector and mei^ers are taking place. This is because of the 
bwering of regulatory barriers. 

Financial modernization, I have no doubt, will continue in the 
absence of legislation. But, in our view, it is important to get legis- 
lation — ^if we can get good legislation — because with good legisla- 
tion it can be done in a more orderly fashion. However, if it is going 
to be done through legislation, it needs to be done right. 

Let me now turn to H.R, 10. The administration strongly sup- 
ports H.R. 10, which, as you know, is supported by the Banking 
Conunittee with a vote of 51 to 8 on bipartisan basis. H.R. 10 takes 
the necessary actions to modernize our financial system with re- 
spect to GlasB-Steagell and the Bank Holding Company Act and it 
takes two other steps that are of critical importance to the adminis- 
bation. It preserves the relevance of the Community Reinvestment 
Act and it permits financial service organizations to organize them- 
selves in whatever way they feel best serves their business pur- 
poses and their customers. 

What I would like to do is focus primarily on how H.R. 10 deals 
with these two issues in what we view to be the right f£ishion. Then 
I will briefly mention four other ways that we think H.R. 10 could 
be improved. 

The first is preserving the relevance of the Community Reinvest- 
ment Act, which is a key tool in providing capital to distressed 
areas. We strongly support H.R. lO's requirement that any bank 
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seeking to conduct new financial activities be required to achieve 
and maintain a satisfactory CRA. rating. 

In our view, to preserve the relev£utce of CRA. at a time when the 
relative importance of bstnk mergers may decline and banks will 
focus to a greater degree on establishing new nonbank financial ac- 
tivities, the authority to engage in these new activities must be 
connected to satisfactory CRA performance. 

The second administration priority is to allow banking organiza- 
tions to choose a structure that best serves their customers. 

Before getting into specifics on this point, let me make two gen- 
eral observations. The nrst is that the subsidiary option is a proven 
success, not a risky experiment, and one that eveiy current and re- 
cent financial modernization bill, including the bill reported by this 
committee last year, would continue to allow in some form. For ei- 
ample, subsidiaries — ^U.S. banks currently engaged overseas in se- 
curities underwriting, merchant banking, and other nonbanking ac- 
tivities — ^these subsidiEuies have over $250 billion in assets, ai^ 
they would be allowed to continue under all recent versions of H.R 
10 including last year's bill. These sub8idi£trie6, as you know, have 
been approved by the Federal Reserve Board and are supervised by 
the Federal Reserve Board. 

Second, foreign banks are permitted to engage in securities 
through subsidiaries in the United States. These subsidiaries, 
which currently have roughly $450 billion in assets, would be al- 
lowed to continue imder all recent versions of H.R. 10. And here, 
too, the subsidiaries have been approved by the Federal Reserve 
Board and Eire supervised by the Federal Reserve Board. 

The second point is that allowing the choice of subsidiary or affil- 
iate has received broad support. The choice of a subsidiary option. 
This is supported by the current chairman of the FDIC, which, as 
you know is the agency responsible for securing bank deposits, aoA 
her four predecessors, in total three Republicans Eind two Demo- 
crats, and by independent economists and other academics. 

The FDIC chair has testified that subsidiaries are actufdly pref- 
erable to affiliates for purposes of safety and soundness. Of the 18 
other countries composing the European Union and the G-10, none 
requires the use of^ separate bank holding company affiliates for 
underwriting and dealing in securities. 

Now for specifics. Under H.R. 10, subsidiaries and affiliates are 
subject to SEifety and soundness safeguEirds that are absolutdy 
identical. The bill contains the following rigorous safeguards. Sub- 
sidiaries of banks would be functionally regulated in exactly the 
same manner as affihates of banks. The authority of the SEC, for 
example, over subsidiaries engaged in securities activities would be 
exactly ^e same as over affiliates engaged in those same activities. 

Second, every dollar a bank invested in a subsidiary would be 
100 [>ercent deducted from the bank's regulatory capital, just as is 
the case for every dollar a bank pays as a dividend to its parent 
holding company for investment in an affiliate. The bank would 
have to be well-managed and well-capitalized before such an in- 
vestment and on an ongoing basis with either a subsidiary or an 
affiliate. A bank could not invest any more in a subsidiary than it 
could pay as a dividend to its parent holding company for invest- 
ment in an affiliate. 



yGooQie 



The rules governing loans irom a bank to a subsidiary would be 
exactly the same as uiey are for loans fixim a bank to an ailUiate. 
These safeguards are primarily addressed to safety and soundness; 
but they also resolve another potential concern, the possibiUty of a 
subsidiary gaining a competitive advantage by receiving subsidized 
funding from the parent bank. 

While the idea of a. bank having a net subsidy is debatable, these 
funding restrictions ensure that banks are no more able to tremsfer 
any subsidy to a subsidi2uy than to an afiiliate. Now, it has been 
argued that even with these restrictions in place, the bank would 
stul have an incentive to operate through a subsidiary because the 
bank's funding cost would be lower. 

A bank may have such incentive, but that has nothing — zero — 
to do with the transfer of any subsidy that may exist. Rather, it 
is based on the interests of creditors, the same interests that have 
caused the current Chairman of the FDIC and the four former 
FDIC chairs, three Republicans and two Democrats, to state that 
the subsidiary is preferable to the affiliate with respect to safety 
and soundness. In other words, it is a better credit risk. It may be, 
I should say, it may be a better credit risk. 

If a company has a valuable subsidiary, then the capital markets 
will rewara that company with lower funding costs because, as I 
Bsid a moment £igo, the compsuiy is a better credit risk. Creditors 
prefer to see valuable assets lodged in a place where creditors can 
reach them if the company gets into financial trouble. The FDIC 
shares this preference, as it seizes the assets of a b£mk in the event 
it fails. A subsidiary meets this test; an affiliate does not. Thus 
market incentives in this area are rational and have nothing — 
zero — to do with any subsidy received by the bank. 

One last point on subsidy. As I have said, if there is a subsidy, 
it could be equally transferred to an affiliate and a subsidieuy. And 
if there is one, the evidence is that it is not significant enough to 
make a truly significant difference. If banks received a net subsidy 
significant enough to make a competitive difference, then presum- 
^y they would dominate the low margin — the very low meu-gin — 
gnvemment securities market. They do not. The same is true with 
respect to mortgage banking subsidiaries of banks, which do not 
dominate that area either. 

Thus we see no public policy reasons to deny the choice of a sub- 
gidiaiy. However, there are four important policy reasons to allow 
that choice. 

first, financial services firms should, like other companies, have 
a choice of structuring themselves in the way that makes the most 
business sense — emd that, ui turn, should lead to the lowest costs 
and best service to their customers. 

Second, the relationship between a subsidiary and its parent 
bank provides a safety and soundness advantage as comparea to an 
afiiUate, the subject that I have just discussed. And to repeat this 
once again, it is for that reason that the Chairman of the FDIC and 
the four preceding chairpersons have said that an op-sub is pref- 
erable to an affiliate with respect to safety and soundness. 

Third, one of the elected administration's, any administration's, 
critical responsibilities is the formation of economic policy, for 
wbich it is held accountable. An important component of that eco- 
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nomic policy for which it is held accoxmtable is banking policy. For 
an administration to have an effective role in banking policy, it 
must have a strong nexus with the banking system. That in turn 
requires the maintenance of the effectiveness of a national bank 
charter. In this instance, I am talking about bank poUcy, not r^u- 
lation. By law, the Secretary of the Treasury cannot get Involvied 
in case-specific regulatory matters. 

We also believe that it is very important that the Federal Re- 
serve Board maintain its strong connection with the banking sys- 
tem. Therefore, we have taken steps to help ensure that the Fed- 
eral Reserve's jurisdiction is not weakened. Under H.R. 10, the 
Feideral Reserve would continue to be the sole regulator of bank 
holding comp£inies and their affiliates, and the largest banks wild 
be required to operate through a bank holding company. 

We strongly support H.R. 10, though in certain respects we be- 
lieve it could be improved. Let me briefly touch on four of those. 

We are concerned about the Federal Home Loan Bank System 
provisions of H.R. 10. A great deal of the subsidized debt raised by 
the system is used not to expand home ownership, but rather to 
fiind ftrbitrage activities and short-term lending to benefit the s^ 
tern and its bank and thrift members. 

As currently drafted, H.R. 10 takes no steps to ensure that the 
funds that the system raises will be used for the public purpose for 
which the system was established. Rather H.R. 10 would aUow the 
system's regulator to cut the capital requirements of the system in 
lialf We believe such a step to be very unwise. 

We are also concerned about a provision of H.R. 10 that would 
allow greater affiliations between commercial firms and savings as- 
sociations. We have serious concerns about mixing banking and 
commercial activities. Thus we are concerned that H.R. 10 would 
allow commercial firms to acquire any of the 600 thrifts currenUy 
owned by unitary thrift holding companies. 

Finally, we continue to believe that any financieil modernization 
bill must have adequate protection for consumers, and that there 
are improvements that could be made by this committee and ap- 
proved by the full House, including provisions addressing securities 
sales regulation issues. 

Let me conclude, Mr. Chairmem, by saying that the financial 
modernization legislation can produce significant benefits, but the 

{'ob must be done right. H.R. 10 has received broad industry and 
>ipartisan Congressional support, and we believe its critical provi- 
sions should be preserved. We look forward to working with this 
committee and with Congress to move a bill forward that best 
serves the interests of the American people. 
Thank you, Mr. Chairman. 
[The prepared statement of Hon. Robert E. Rubin follows:] 

Prepared Statement of Hon. Robert E. Rubin, Secretary of Treasurv 

Mr. Chairman, Members of the Subcommittee, I appreciate this CKiportunit)f U 
discuss the Administration's views on financial modernization, incluoJjig.HJt. 10, 
the Financial Services Act of 1999. 

Mr. Chairman, as we approach financial modernization legislation, the Adminis- 
tration's overall objective has been to do what best serves the interests of coasum- 
ers, businesses and communities, while protecting the safety and SOUndneBS tS out 
financial system. We will support legislation that achieves those aims. 
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Let me begin by noting that the U.S. financial services industry is stronger and 
more competitive in the ^obal market than at anv time in many decades. The 
United States is dominant in global investment banking and highly competitive in 
other segments of financial services. U.S. commercial banks are today more comiKti- 
tive abroad than at any time I can remember. The prc^lem our financial services 
flnos face abroad is lack of access rather than lack of competitiveness. 

Financial modernization is occurring already in the marketplace through innova- 
tion, technological advances, and the lowering of regulatory barriers. Banks and se- 
curities firms nave been merging; banks are selling insurance products; and insur- 
ance companies are offering products that serve many of the same purposes as 
banking products^— all of which increases competition and thus benefits consumers. 

Financial modernization will continue in the absence of legislation, but it can, 
with good legislation, occur in a more orderly fashion. Treasury has long believed 
in the benefits of such legislation, but we have also been clear that if this is going 
to be done, it needs to be done nght. 

Let me turn now to H.R. 10. The Administration strongly supports H.R. 10, which 
was reported by the Banking Committee by a bipartisan 51-8 vote. H.R. 10 takes 
the fundamental actions necessary to modernize our financial system by repealing 
the Glass-Steagall Act's prohibitions on banks afBliating with securities firms and 
repealing tiie Bank Holding Company Act proMbitions on insurance underwriting. 
And it takes two other steps that are of cntical importance to the Administration; 
it preserves the relevance of the Community Reinvestment Act, and it permits fi- 
nancial services firms to organize themselves in whatever way best serves their cus- 
tomers and their businesses. 

Today, I would like to focus primarily on how H.R. 10 gets these two issues right. 
I will then discuss four ways that we believe that H.R. 10 could be improved. 

The first issue is preserving the relevance of the Community Reinvestment Act 
(CRA). CRA encourages a bank to serve creditworthy borrowers throu^out commu- 
nities in which it t^wrates. Since 1993, a greatiy invigorated CRA has been a key 
tool in the effort to expand access to capital in economically distressed areas and 
to make loans to rebuild low and moderate-income communities. 

We Btroni^ support H.R. ID'S requirement that any bank seeking to conduct new 
finnnHnI ftcuvitiea be required to achieve and maintain a satisfactory CRA record 
If we wish to preserve the relevance of CRA at a time when the relative importance 
of bank metiers may decline and the establishment of non-bank financial activities 
will become mcreasingly important, the authority to engage in newly authorized ac- 
tivitiea must be connected to a satisfactory CRA performance. We strongly urge the 
Committee to retain Qiis important provision and otherwise leave CRA intact 

nte aacond Administration priori^ is to allow banking organizations to choose the 
otroeture that best serves then- customers. Before getting into specifics. I would like 
to make two genoal punts. 

Hie first is that the subsidiary option is a proven success, not a risky experiment, 
and one that every current ana recent financial modernization bill — including the 
bill reported by ttus Committee last year—would continue to allow in some form. 
taetxxmplm: 

• Subsidiaries of U.S. banks currentiy engage overseas in securities underwriting, 

moiiuuit banking and other non-bankmg activities. These subsidiaries — which 
cuireratly constitute $260 billion of assets— would be allowed to continue under 
all racmt versions aC H.R. 10, including last year's bill. These subsidiaries, I 
mi^t add, have been approved by the Federal Reserve and are supervised by 
the Federal Reserve. 

• Fneign banks are currentiy permitted to engage in securities underwriting 

throi^ subsidiaries in the United States. These subsidiaries— which currentiy 
constitute $450 billion of assets — would be allowed to continue under all recent 
versions (tf H.R. 10. These subsidiaries, too. have been approved by the Federal 
Reserve and supervised by the Federal Reserve. 

• Subsidiaries of state tMmks are currentiy authorized to engage in a broad range 

o[ non-bank activities permitted by their state charter, provided that the FDIC 

does not find these activities to pose a risk to the deposit insurance funds. Such 

non-bank activities would continue in some form under all recent bills. 

The second point is that the idea of allowing the choice of subsidiary or affiliate 

has received tnoad support The subsidiaiy option is supported not just by Treasury 

bnt also by the current Chairman of the FDiC, the agency responsible for insuring 

hank deposits, and her four predecessors— two Republicans and two Democrats — 

..J i_ ._j..^u.~i«.» .-..^..^i^g j,jj other academics. The FDIC chair has testified 



B sulMidiary is actually preferable to an affiliate for purposes of safety and 
WW. Of the 18 other countries composing the European Union and the G-10. 
none requires the use of separate bank holding company affiliates for underwriting 
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and dealing in securities. Of those authtaizing bnks between banking and insurance 
underwriting, all but one allow the choice of a subsidiary or an ofGliflte. Bj aUowing 
a choice of structure, H.R. 10 is clearly is the maiaatream of econcanic and lega! 
thinking in this area. 

Now, for the apecifica. In H.R. 10, subsidiariea and affiliates are subject to aaft^ 
and soundness safeguards that are absolutely identical. The bill contains the hOam- 
ing rigorous safeguards: 

• Subsidiaries of banks would be functionally r^ulated in exactly the same tnannw 

as affiliates of banks. The authority of the SEC, for example, over a sulwuHaiy 
engaging in securities activities would be exactly the same aa over an afBtiate 
engaging in those same activities, and customers of that subsidiajy would bene- 
fit from the same customer investor protections as customers of an affiliate. 

• Every dollar a bank invests in a subsidiaiy would be deducted from Uie bank^ 

regulatory capital, just as is the case wiUi every dollar a bank pays as a divi- 
dend to its parent holding company for investment in an aCGliate. A bank would 
have to be well-managed and well-capitalized before and after auch investment 
is deducted from its capital and on an ongoing basis. 

The capital investment would remain on the. bank's books for purposes rfGm- 
erally Accepted Accounting Principles (GAAP), since all of the assets and -liabil- 
ities of the subsidiaty are consolidated with the bank for GAAP purposes;: Btit 
that accounting consolidation does not affect safetv and soundness in any war; 
as I noted, the bank must maintain capital at the highest level set by the bank- 
ing regulators — the well capitalized level — even assuming the investment is ■ 
total loss, and the bank cannot lose more than its investments in and loans to 
the subsidiaiy, which are expressly limited by statute. 
■ A bank could not invest any more in a subsidiaty than it could pay as a dividend 
to its parent holding company for investment in an affiliate. 

• The rules governing loans from a bank to a subsidiary would be exactly Uie samt 

as they are for a loan from a bank to an affiliate. 

These safeguards are primarily addressed to safety and soundness, but they ala) 
resolve another potential concern: the possibility of a subaidisitv gaining a com^- 
tive advantage b}^ receiving subsidized Ending from its parent bank. While the uks 
that a bank receives a net subsidy is debatable, these funding reatrictiims ensuR 
that banks are no more able to transfer any such subsidy U> a subsidiary than to 
an affiliate. 

Now it has been argued that, even with these restrictions in place, the bank 
would still have an incentive to operate through a subsidiary because its funding 
costs would be lower. A bank may have such an incentive, but that incentive hu 
nothing to do with the transfer of any subsidy that may exist. Rather, it is baMd 
on the interests of creditors — the same interests that have caused the current and 
three former FDIC Chairs to conclude that the subsidiary ia preferable to the affili- 
ate with respect to safety and soundness. 

If a company has a valuable subsidiary, then the capital markets will reward that 
company with lower funding costs because it is a better credit risk. Creditors preAt 
to see valuable assets lodged in a place where creditors can reach them if the com- 
pany defaults. The FDIC shares this preference, as it seizes the assets of a bank 
m the event it iails. A subsidiary meets this test, but an afBliate does not. lliiu, 
market incentives in this area are rational — and have nothing to do with any sub- 
sidy received by the bank. It is difficult to understand why Congress would wish 
to disrupt these sound market incentives— incentives that also promote safe^ and 
soundness. 

One last point on subsidy. As I have said, if there is a subsidy it could be e 

transferred to an af1[iliate and a subsidiaiy. And if there is one, it is not " g"! 

enough to make a practical difference, m banks received a net subsit^ sijpuficaiit 
enough to make a competitive difference, then presumably they would oonunate ths 
low-margin government securities market. I'ney do not. PresumabW, mwteagc 
banking subsidiaries of banks, which currently operate without any of^uie funffing 
restrictions imposed by H.R. 10, would dominate their non-bank competitors. They 
do not. 1 cannot help but conclude from our real world experience that the net 8id>- 
sidy is not that significant and, more importanUy, that under the funding tbnita- 
tions of H.R. 10, any subsidy that a subsidiary would manage to extract fixun iti 
parent bank would be inconsequential. 

Thus, we see no public policy reasons to deny the choice of a subaidiary; however, 
there are four important policy reasons to allow that choice. 

First, financial services firms should, like other companies, have the choice at 
structuring themselves in the way that makes the most business sense and this, in 
turn, should lead to better service and lower costs for their customers. 
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Second, the relabonahip between a subsidiaiy and its parent bank providea a aafie- 
ty and soundneas advantage. As I have noted, firms that choose to operate new fi- 
nancial activities through subsidiaries are, in effect, keeping those assets available 
to 0» bank rather than bansferring them outside the bank a reach. The bank's in- 
tsrest in the subsidiaiy could be sold if it ever needed to r^kniah its capital. If 
the bank were ever to rail, the FDIC could eell the bank's interest in the auhsidiary 
in atdtx to protect the bank's depositors and the deposit insurance fund. 

lliird, one of an elected Administration's critical responsibihties is the formatioit 
of enmomic pdl^, wd an important component of that policy is banking policy. In 
order for the ejected Administration to have an effective role in banking policy, it 
aniat have a strong connection with the banking system. That connection would be 
wwaiwiml if new Bub""!*' activities were off limits to OCC supervision. 

We also believe it is very important that the Federal Reserve Board maintain its 
Mbrtmg connection with the banking system, and therefore we have taken steps to 
bdp ensure that the Federal Reserve's jurisdiction is not weakened. Under H.R. 10, 
ttie Federal Reaerve would continue to be the sole regulator of bank holding compa- 
mes and their atEQiates, and the largeat banks would be required to operate through 
a bank holding cranpany. The Federal Reserve would also supervise subsidiariea of 
State member banks, and would continue to supervise overseas subsidiaries of na- 
timal banks and U.S. subsidiaries of foreign banks. Insurance underwriting would 
"'■" ''"ik holding company affiliates. 

,. , _ . _ D veto any new a^vity for a 

■ubndiary — Fed-supervised or not>-HuBt as the Treasury would have the authority 
to veto any new activity for an affiliate. 

While we strongly^ support the House Banking Committee bill, there remain cer- 
tain aapKta of the bill that concern us. 

We are conoemed about the Federal Home Loan Bank System provisions of H.R. 
10. Tlw FHLBank System is currently the largest issuer of debt in the world. Last 

Cir, it issued appnudmately (2.2 triUion in debt, and it currently has $350 billion 
d^t outstanchng. As a government sponsored entei^rise directed to foster home 
ownerahip, the System receives tax benefits, an exemption fixim SEC registration fra" 
its securities, and benefits from a market perception that the Eovemment Stands be- 
hind Uie System, even though there is no legal obligation to do so. Yet a great deal 
of the government subsidized debt raised by the System is used, not to advance its 
home ownership purpose, but rather to fund ai4>itrage activities and short-term 
' " f that benefit the System and its bank and thrift members. For those who 



"Hie Syaton's arbitrage is not only an sbuse of its government subsidy but also 
iqiects ri^ into a System that was designed — by requiring all loans to be 
collateralized tqr stable, low-risk mortgages — to have very little. 

As curTently drafted, H.R. 10 effects no reform of the Svstem's arbitrage and 
takes no steps to ensure that the funds it raises will be used for a public purpose. 
Satber, H.R. 10 would allow the System's regulator to cut the capital requirements 
of the ^rstem in half. We believe such a step is very unwise. 

We are also concerned about a provision of H.R. 10 that would allow greater affili- 
atima between commercial firms and savings associations. We have serious con- 
eema about mixing banking and commercial activities under any circumstances, and 
thtfe osicems are heightened as we reflect on the financial crisis that has affected 
M many countries around the world over the past two years. Thus, we are con- 
eemed that H.R. 10 would allow commercial firms to acquire any of the over 600 
tfat^ts currently owned by unitary thrift holding companies. Currently, only a 
mdtary thrifts are owned by non-financial firms — many are owned by insur 



and securities companies, for example — but if H.R. 10 were to break 

-' — ■- -■=•--'-— ''-incial firms, then their need for owning 

■ ' ' ... - pgj^j would be 

it have adequate 

.. t« made by this 

__ _ e look forward to working with 

ttte Ccnnmittee on provisions addressit^ sales of securities regulation issues. 

Mr. Chainnan, let me conclude by reiterating that financial modernization legisla- 
tion tan produce significant benefits, but the job must be done right. H.R. 10 has 
nceived Sroad industn' and bipartiaan Congressional support, and we believe its 
oitical provisions should be preserved. 

We in the Administration look forward to woridng with you and others in Con- 
pesi to move the bill forward and improve it where necessary in order to produce 
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Mr. OXLEY. Thank you, Mr. Secretary. We again appreciate your 
willingness to come here to testify and to answer some questioiis. 
Let the Chair begin with some questions. 

This is perhaps inevitable because there was so much discussion 
about operating subsidiaries both by Chairman Greenspan last 
week and then you in your testimony today. 

So let me begin with the obvious. You have indicated you believe 
that the provisions in the bill H.R. 10, as passed by the Banking 
Committee, effectively curtail the transfer of the subsidy that ex- 
ists for banks to their operating subsidiaries. Would the provisions 
of H.R. 10 requiring deduction of investments and operating sub- 
sidiaries apply only to regulatory capital of the bank and not nec- 
essarily the operating capital? 

Mr. Rubin. Well, what the legislation would do is require a de- 
duction from the regulatory capital. In terms of GAAP accounting, 
they would still be consolidated. But as you know, Mr. Chairman, 
if it turns out there were losses in the subsidiary, then the bank, 
when it sells the subsidiary or liquidates the subsidi2iiy, whatever 
the case may be, for GAAP purposes it would recapture those 
losses. They would be in effect recaptured at the bank level. But 
for regulatory capital purposes, the deduction woiild be 100 per- 
cent. 

Mr. OXLEY. Chairman Greenspan testified to this conunittee on 
two difTerent occasions that the Fed had done an extensive study 
and indicated that banks using the operating subsidiaries conceirt 
would enjoy a 10 to 12 basis point advemtage over other financial 
institutions. 

You obviously disagree, but I am curious as to why such a wide 
disparity of opinion between two well-respected individuals such as 
yourself and Chairman Greenspan. 

Mr. Rubin. Could I correct one oversight. I apologize, Mr. Chair- 
man, I have forgotten to introduce our Assistant Secretary, Rick 
Camell, who is absolutely delighted to respond to questions as 
well. 

Mr. OXLEY. Welcome, Mr. Camril. 

Mr. Rubin. I apologize to Rick for that. 

I lived in capitsil markets, as you know, Mr. Chairman, for 26 
years before I entered the world of— I don't know how to describe 
the world that I am in now. I was going to say something, but I 
decided not to. 

If there is a funding advantage, and I think, by the way. this 
may cut both ways. Let me give you a full answer, if I may, be- 
cause it is a somewhat complicated question. It is one that I actu- 
ally know something about. 

If there is a funding advantage to a bank in setting up a subsidi- 
ary, it has nothing to do with transfer of subsidy. That is identical. 
But if you are a creditor of a bank and the b£uik takes a certain 
portion of its capital and puts it into the subsidiary to conduct se- 
curities business or whatever it may be, securities underwriting, 
those assets then remain subject to the creditors of the bank if the 
bank gets in trouble without having to get bank board approval or 
any such thing. 
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If the bank gets in trouble, the creditors can simply seize all of 
the assets. So the bank is actually a better credit risk. The same 
reason the FDIC says the subsidiary is preferable for safety and 
soundness, it is also better for credit risk. There are many in- 
stances if they put the — or at least in some instances, if they put 
the assets in the subsidiary rather than putting them in the affili- 
ate, because if so, then the creditors can't grab them. 

Now, on the other hand — how much of a funding advantage that 
would be I don't know, Mr. Chairman. 

On the other hand, there may be other banks that would have 
just the opposite incentive, because they may have a holding com- 
pany, which is where a lot of the financing gets done, that is doing 
financing at unattractive rates because the creditors are concerned 
that the flow of funds from a subsidiary could be interrupted by a 
bank regulator. So what they might like to do, what the creditors 
of the holding company would like to see, is a larger portion at the 
assets be in the affiliate. So in that case, that might actually be 
an incentive for the bank to take its capital and put it in the £ifEili- 
ate to engage in the new activities. So it is a very complicated sub- 
ject cut either way. 

But in the cases in which there is a funding advantage by put- 
ting assets into the subsidiary, conducting activities in the subsidi- 
ary, this has zero — nothing — to do with passing along a subsidy; it 
has everything to do with simply being a better credit risk. 

Mr. OxLEY. The Chairman smd that he, along with the other 
members of the Board of Governors, had made an extensive study 
and indicated some numbers that you could actually get ahold of. 
That is, he indicated that it was a 10 to 12 basis point advants^e. 

Mr. Rubin. Mr. Chairman, if there is, it is simply because it is 
a better credit risk because that is how they operate. But let me 
ask Mr, Csunell to respond. 

Mr. Carnell. If I could just put it in context and then respond 
to the specific point about the differences. 

"liie typical bank holding company has a tremendous reliance on 
its subsidiary banks for its assets and its earnings. The banks are 
most of the holding company's assets. And the holding company is 
^ically completely dependent on those banks for money with 
which to pay its own debt. The reason that holding companies pay 
more than their bernks to borrow money is that creditors price in 
the risk that — ^if the bank gets into trouble — the bank regulators or 
even the prompt corrective action statute will cutoff tne flow of 
dividends from the bank to the holding company. That is the key 
to the pricing difference. 

Chairman Heifer in her 1997 testimony before the BEuiking Com- 
mittee spoke specifically about this point. The FDIC staff did a 
Btudy where they talked to the rating agencies about why the 
banks and the holding companies had different credit ratings which 
tefiects this different cost of capital, the different costs of funds 
here. And the answer that the rating agencies gave was that there 
was a greater risk of this interruption of dividends. 

Let me point to another risk, in addition to the risk of interrup- 
tion of dividends, and that is that if there were to be £uiy failure 
(^ the bank, the creditors of the holding companies are going to 
wait in line last, they are going to wait in line after the FDIC and 
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the depositors of the bank, they are going to wait in line, so the; 
are realty in the same position as stockholders of the bank, because 
they don't get anything unless the holding compeiny, as a stock- 
holder of the bank, gets something. So it reflects the structural 
weakness of the holdii^ company rather than any transmission rf 
subsidy. 

Mr. Rubin. Very good. 

Mr. OXLEY. The Chair's time has expired. 

The gentleman from New York, Mr. Towns. 

Mr. Towns. Thank you very much, Mr. Chairman. 

Let me begin by saying, ciin we be guaranteed — well, I won't use 
the word guaranteed, but "assured" of competitive equality if we 
adopt jui operating subsidiary provision? 

Mr. Rubin. I tMnk, Mr. Towns, that you can be assured of abso- 
lute competitive equality, except to the extent that — which is the 
issue we were just discussing — except to the extent that the bank 
is actually a better credit risk and safer and sounder, which obvi- 
ously is to the benefit of the taxpayers, because the assets have 
been put in a place where they can be reached by the FDIC and 
the creditors. So I think there is zero difference with respect to 
transfer of a subsidy. Zero. But to the extent that creating the sub- 
sidiary structure actually makes the bank a better credit risk, then 
that is in the interests of the taxpayers and might create some 
fiinding adveuitage for the bank. 

Mr. Towns. Can we mmntain functional regulations of securities 
and insurance activities under an operating subsidifiry structure? 

Mr. Rubin. We have provided — or I shouldn't say we have pro- 
vided, I apologize. H.R. 10 provides that functional regulation of 
the op-sub is to be identical to functional regulation of the affiliate. 
Now, we did not actually put — as you know, H.R. 10 does not put 
insurance underwriting in the op-sub, but with respect to securities 
underwriting and merchant banking — which would be done there — 
functional regulation would be absolutely identical, and this is spe- 
cifically so provided in H.R. 10. 

Mr. Towns. What else other than the comments that you have 
made, do we need to do, do you feel, to really fix this bill? 

Mr. Rubin. I think — — 

Mr. Towns. You know we have been tryii^ to do this for 65 
years. 

Mr. Rubin. The Congress has been trying to do it for a while, but 
not everythir^ happens immediately. 

Mr. Towns. You were not here all 65 years. 

Mr. Rubin. That is a long time, I agree. I think you are on the 
verge of a good bill, Mr. Towns, 1 really do. I think the confluence 
of forces that have come together have come very close to producing 
a good bill. I would urge, this is my view, at least, that we take 
a look at the Federal Home Loan Bank provisions in the sense that 
I mentioned. FHLOB serves a very important purpose, but I think 
that the fact that there is so much focus on arbitrage and overnight 
loans is an issue that ought to be dealt with. There Eire some con- 
sumer protection issues that I think should be taken care df. We 
very much share the SEC's concerns about certain issues with re- 
spect to functional regulation that we would like to work wiUi the 
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SEC and the committee on to improve, but I think you are close 
to a very good bill. 

Mr. Towns. Thank you very much, Mr. Chairman. I yield b^ck. 

Mr. OXLEY. The gentleman yields back. 

The gentlem£in from Illinois, Mr. Shlmkus. I am sorry, the Vice 
Chairman from the State of Louisiana, Mr. Tauzin. 

Mr. Tauzin. Mr. Secretary, how can you say that there is no com- 
petitive disadvantage, that the competition is equal, except? "Ex- 
cept" means it is not equal. 

I mean, if Mr. Greenspan is correct, weighing in all of these fac- 
tors of greater creditor position and cheaper capital as against the 
Dossibility of a hank regulator stepping in because of some prob- 
lems at the bank, weighing in all of those features, you have a 10 
to 12 basis point advantage, and if you are giving the banks op- 
sub access to the payment system that other securities and insur- 
ance firms don't have, how can you say that the competition is 
equal? 

Mr. Rubin. Well, the op-sub would not have access to the pay- 
ment system, and any benefit that the bank gets by access to the 
p^ment system can be tr£msferred equEilly to the op-sub or to the 
afnliate. 

I don't know what advantage any particular institution would 
have with respect to its overall funding by using an op-sub, but one 
thing I am sure of is that each of these cases is going to be dif- 
ferent. I have no doubt, since most of the funding for these institu- 
tions is done at the holding company level, that there will be m£my 
instances that the institution will actually think its economic ad- 
vantage Ues in putting its assets into the affiliate. 

But unfortunately— I shouldn't say unfortunately — ^the holding 
company is in a weaker position for funding, and if assets can be 
put outside of the reach of the hank regulators, that is better from 
the point of view of the holding company and the holding compa- 
ay's funding rates. 

In the instances where the subsidiary does create an advantf^e, 
it is simply a better credit nsk. It is safer and sounder for the tax- 
payers, 

Mr. Tauzin. You said in some instances the bsink is a better 
creditor. You obviously would make room for the fact that in some 
instances it is not. 

Mr. Rubin. No. Oh, no, no. All I was saying is that if there is 
a funding advantage, it is solely — 100 percent— solely because the 
b£uik is a better credit risk due to the fact that the £issets are some- 
place that can be reached by the bank's creditors. 

Mr. Tauzin. Isn't that going to be different from bank to bank? 
I assume if you have a bank that is in an excellent position, it may 
indeed eigoy a heck of an advantage with a op-sub provision in this 
bill. If a bank is in a more tenuous position where in fact there 
may be fear of Federal banking regulators disrupting the flow of 
dividends, then that may be — that may not be such a good idea to 
go with the 

Mr. Rubin. No, I think it actually cuts the other way, Mr. Tau- 
zin. If you have a very, very strong bank, then the creditors aren't 
going to be concerned about the possibility of the failure of the 
bank. Therefore, keeping the assets within reach of the creditors 
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isn't going to matter. But it may be, in fact it could well be, that 
the creditors 

Mr. Tauzin. It may well be that 

Mr. Rubin. Wait a minute. The creditors of that institution could 
be concerned about the holding company and might like to see the 
holding company strengthened, in which case the cost of money ac- 
tually is benefited by taking the assets and putting them into the 
affiliate. 

Mr. Tauzin. I grant you that. I grant you it may be — I see that. 
But the point is it is going to be different, depending upon the posi- 
tion of the bank, and in some cfises the b£uik, I think, is going to 
have a very clear advantage over a nonbank insurance or securities 
firm. And the question we are going to have to face in this commit- 
tee is whether or not, as Mr. Towns alluded to, whether or not that 
is really fair competition or we are creating an old, traditional, 
unlevel playii^ iield again. 

Mr. Rubin. Oh, I don't agree with that. I think what you have 
got is that where a bank is a better credit risk — and it can be a 
better credit risk for an enormous number of reasons — ^then it 
should be able to borrow more cheaply. That is how the credit mar- 
kets work. There are all kinds of reasons why it might be a better 
credit risk, and one of them might be that it has taken a bunch 
of its assets and decided to do securities underwriting or dealing 
or whatever through a subsidiary and kept those assets subject to 
the claims of its creditors. 

Mr. Tauzin. I know my time has certainly about expired, but I 
would like very much, Mr. Secretary, if you would specifically ad- 
dress the 10 to 12 point basis points study and indicate for us, per- 
haps in writing, why you think it is flawed in any respect. Because 
if that is a real number that we have our hands on what Mr. 
Greenspan has supplied to us that is still sitting out there unchal- 
lenged, except in tneory, without a specific refutation, the concerns 
are reeil. 

Mr. Rubin. I would be delighted to respond, we would be happy 
to respond. But one thit^ I can assure you of, Mr. Tauzin, is that 
if there is an advantage — and I suspect every institution will be 
different. I know, I used to do this for a living. If there is a dif- 
ference, it is solely for the same reason that all other companies 
have different rates as amongst themselves: because of credit dif- 
ferences. 

Mr. Tauzin. That is the way it should be. It should not be be- 
cause of language in this bill. That is what concerns me. 

Mr. Rubin. That is the point, I agree. This bill should not restrict 
a banking institution from finding the way that meikes it the most 
creditworthy borrower and therefore having the best rate, and that 
is in the taxpayers' interest, and that is why the Chairman of the 
FDIC says there should be dioice, to enable bfmks to do that which 
will — ^that structurally, make them safest and soimdest. That is ex- 
actly the point. 

Mr. OXLEY. The gentleman's time has expired. 

The gentlem£tn from Michigan, Mr. Dingell. 

Mr. Dingell. Mr. Chairman, I certainly want to welcome my old 
friend Mr. Rubin back to the committee. We always em'oy his visits 
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here and find them enormously valuable and informative. I would 
like to welcome my good friend back. 

Mr. Rubin. Thank you, Mr. Dingell. 

Mr. Dingell. I have been very much impressed, Mr. Rubin 

Mr. Rubin. I can't quite hear you. 

Mr. Dingell. I have been very much impressed with the com- 
ments you made about how allowing a bank to have £ui operating 
sub wmch would do all of these things would be a benefit to the 
bank, would be of benefit to the bank in terms of its liquidity, in 
terms of its eamii^s, in terms of its credit risk, and a number of 
other things. 

I am curious, I am curious — the bill also gives, however, to the 
bank the ability to do these things in a wholly owned affiliate, but 
none of the advfmces and adv£intages appear to apply to the 2if51i- 
ate, and I am just curious; why would a bank choose to utilize the 
affiliates if there £tre such huge advantages to the bank by going 
through the operating subsidiary? 

Mr. Rubin. I didn't mean to imply, Mr. Dingell, that in all or 
even in most instances a 8ubsidi£uy would be preferable. I think 
there would be many instances in which a bank holding company, 
which is where most of the flnancing is done for these institutions, 
will determine that it is preferable to take the assets and put them 
into the afFihate, because the problem that the bank holding com- 
panies have is tiiat, in effect, the creditors of the bank holding com- 
panies come behind the creditors of the bank. I am just telling you 
things you know. So what the creditors of the bank holding com- 
pany like to see are assets that lie outside of the reach of the bank 
regulators. So I actually think that in many instances, the affiliate 
would have the advantage, not the op-sub. In terms— — - 

Mr. Dingell. That would be particularly true where you had a 
weak bank, and it would be particularly true where you had a 
holding company that w£is apprehensive about the we£ikness of the 
bank, its credit ratings, and also about the fact that that bank 
might m under. 

Mr. Rubin. Well, you know, it is funny. I think it could actually 
cut both ways, because if you have a weak bank and the holding 
company is worried about the weak bank, they have competing con- 
siderations. But it seems to me by giving them their choice and al- 
lowing them to do what is best for them, I think they will probably 
do what is best for the taxpayers and the PDIC. But if they have 
a wef^ bank, Mr. Dii^ell, it may well be that they will deade the 
thing they have to do is to take those assets and keep them where 
it most reassures the creditors of the bank, and that would be to 
put them in the op-sub. 

On the other lumd, they might say, no, we want to make sure 
that our holding comp£uiy is in the best position possible, and 
therefore put th^ in the afliliate. I think every business situation 
is going to be different. 

Mr. Dingell. Well, now, here we have 

Mr. Rubin. I might say that if the bank is actually weak, then 
you cant have a sub in the first place. There is a capital require- 
ment to have these new activities, as you know. 

Mr, Dingell. Here you note that, in the case of operating sub- 
sidiaries, that to keep these banks — or rather to keep the assets of 
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these kinds of facilities available at the bank rather than transfer- 
ring them out of the bank's reach, the bank's interest in the sub- 
sidiary could be sold if it needed to replenish its capital. If the 
bank were to fail, the FDIC could sell tlw bank's interest In the op- 
sub in order to protect the bank's depositors and the deposit insur- 
ance fund; isn't that so? 

Mr. Rubin. Correct. 

Mr. DiNGELL. So now this gets down to raising several questions. 
This is a great deal for banks, but how is it fair to the o>mpetition 
with nonbank competitors? 

Mr. Rubin. Well, I think that in terms of the nonbank competi- 
tors in the securities businesses, Mr. Dingell, they will themselves 
have all sorts of ways that they raise money. The way the system 
beisically works is that each competitor organizes — I used to do this 
when I ran these places — organizes itself in the way to most effec- 
tively raise money. We had all sorts of subsidiaries in order to raise 
money most effectively, and I £Lssume that is what a bank would 
do. 

Mr. Dingell. How does it create a level playing field, and how 
will your firewalls be real if yoiu* stotements about keeping these 
assets in the hands of bfuiks are also true? 

Mr. Rubin. Well, you have a level playing field with respect to 
transfer of subsidy. There is no difference — zero difference — ^with 
respect to transferring the subsidy. With respect to allowing insti- 
tutions to org£tnize themselves in a way that makes them most at- 
tractive to creditors, your level playing field is that every institu- 
tion that is involved in the competitive arena will presumably orga- 
nize itself so aa to effectively raise money. 

Mr. Dingell. How about Ein entity that chooses to remain simply 
a financial institution which is not a bank, a Wall Street brol^i^ 
This puts enormous pressure, for example, on a national or re- 
gional broker to simply either sell out to or be bought by or to buy 
a bank, so that it would derive these benefits. So you are essen- 
tially driving the systems toward a peculiar kind of homogeneity. 

Mr. Rubin. I don't think so, Mr. Dingell, for two reasons. No. 1, 
I don't think the evidence suggests that the funding advantage is 
substantial enough to have an effect, or to have a meaningful ^ect 
on the business results of these organizations. But much more im- 
portantly, I think that what you have right now is different oi^ani- 
zations that compete with each other, each trying to raise money 
in whatever way is most effective for them. And all you are saying 
here is that we are not going to allow the banks to take adviint^e 
of the subsidy, zero. We are not going to allow them to toke adv£in- 
tage of their subsidy, but we are going to have full competition. 
That is the idea of finiincial modernization. 

And for full competition that has no advantage to the subsidy, 
these institutions can find some way of raising money more cheaply 
and offering their customers a lower-cost service. That is what com- 
petition is all about. 

Mr. Dingell. Isn't it also true, however, that there are huge ad- 
vantages 

Mr. Rubin. That there are what? 

Mr. Dingell. Isn't it eJso true that there are huge advantages, 
both to the bank and to the operating subsidiary in terms of lower 
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capital costs, lower cost of money, greater efficiencies by keeping 
the brokers^ business or the insurance business in the operating 
sub? 

Mr. Rubin. Well, the insurance business cai^ be in the operating 
sub, because H.R. 10 wouldn't allow that. If there are advantages 
in financing, Mr. Dingell, then those advantages, as I said a mo- 
ment ago, have nothing to do with subsidy, luid it really is the 
Americiui economic system at work, which is institutions finding 
ways to more effectively reuse money. It is for the same reason 

when I was part of an investment banking firm 

Mr. Dingell. So there is an advantage there. By the way, I 
would note that the insurance underwriting is in the operating sub. 
Mr. Rubin. No. That would be the affiliate. 
Mr. Dingell. But the sales are. 
Mr. Rubin. The sales can be. 

Mr. Dingell. The sales can be, and that is, of course, to me the 
■most troublesome part of the business. 

Mr. Rubin. There may be an advEintage in funding, Mr. Dingell. 
If there is, that, in effect, is why we are doing financial modemiza- 
1:1011 all together, which is to absolutely preclude any unfair use of 
'tlie subsidy, and beyond that, to encourage greater competition. If 
■we weren't going to do that, then it seems to me we shouldn't be 
in fin£inci£il modernization all together. 

Mr. Oxley. The gentleman's time has expired. 
Mr. Dingell. I thank you, Mr. Chairman. 
Mr. Oxley. The gentleman from Iowa, Mr. Ganske. 
Mr. Ganske. Thank you, Mr. Chairman. Thank you, Mr. Sec- 
retary, for coming. I have four questions on operating subs, so I 
guess about a minute, 15 seconds for each one of those. We will see 
if we can get through these. 

Mr. Secretary, the Treasury Department in the 1980's opposed 
expanded powers for operating subs. Why has the Treasury 
c:hanged its view? 

Mr. Rubin. That was a totally different set of proposeds with re- 
spect to operating subs. They did not have the safeguards that we 
laave in tlus proposal. Just a different proposal. 

Mr. Ganske. All right. The Treasury has criticized Japan for 
liaving extensive subsidies and conflicts of interests in their finiui- 
cial system and has encouraged the Japanese to adopt a holding 
company structure for their bsinking system, I believe. If that is 
"true, why? 

Mr. Rubin. No, we didn't actually recommend a holding com- 
pany. We have been critical of certain practices in the Japanese 
banking system — and I think there are very serious issues that 
need to be addressed— but they have nothing to do with the op-sub 
versus Eiffiliate question. In fact. In Japan, as you probably know, 
banks have the choice now of an op-sub or an affiliate, except in 
certain respects with respect to insurance, but we never had any- 
thing to do with that issue. They have a combination of banking 
and commerce, and I think there have been a lot of issues there 
that at least should be focused on, in our judgment. 

Mr. Ganske. I think it is fair to say that the Treasury Depart- 
ment has been concerned about the interconnectedness in the Japa- 
nese economy; is that not true? 
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Mr. Rubin. Yes, but that had nothing to do with the question of 
whether a financial institution conducted its nonbanking financial 
activities in the op-sub or the affiliate. It had to do with the 
keiretsu, the interlinking, if you will, of banking and commerce. 

Mr, Ganske, So what you are saying is that under — ^if you have 
certain safeguards, your position is that op-subs are okay? 

Mr. Rubin. Our position is that with the safeguards in H.R. 10, 
op-subs are absolutely identicetl to affiliates. 

Mr. Ganske. Okay. Well, you indicate that there haven't been 
any problems with op-subs. I understand that NationsBank settled 
claims of $50 million for defrauded investors with securities sold by 
an op-sub. Do you have the facts of that case, and what are the 
banking regulators doing about that? 

Mr. Rubin. Let me make a general comment and ask Mr. Camell 
to respond, if I may. I have no doubt that from time to time, in any 
sort of organization, there are going to be issues. The organization 
that I ran had issues from time to time, and we had to deal with 
them. I don't think that in itself speaks to the question of op-sub 
versus affiliate. In fact, I apologize for not remembering the name 
of it, but there was a bank with an affiliate that through mortgage 
banking activities failed in 1976 because of the activiHes between 
the afnUate and the bank. So this can happen under any structure. 

Mr. Carnell. The NationsBank securities firm was an SEC-r^- 
istered broker-dealer. The OCC and the SEC worked together in 
dealing with the abuses there, and all of this was done completely 
within the jurisdiction of the SEC. 

Mr. Ganske. All right. Well, here is my crucial question, because 
I don't want to see this financial services bill flounder on this op- 
subs thing. I hope that we can find some compromise between the 
administration and the different parties on this. You point out th^t 
the Commerce Conrniittee print from last Congress provided for 
limited operating subsidiaries. "Hiese op-subs were limited to agen- 
cy activity to address Chairman Greenspan's concern about giving 
away taxpayer money. 

My question is, would you be willing to support agency-only op- 
subs as the compromise to ti7 to keep uiis moving along? 

Mr. Rubin. The answer to that is no, but that was not my point 
about the H.R. 10 of last year. I apologize. My point was that the 
foreign subsidiaries of U.S. banks, and the U.S. subsidiaries of foiv 
eign b2uiks, can do the kinds of activities that we are talking about, 
and they are both subject to Fed approval and Fed regulation. That 
was my point, not the provision you were talking about. 

Mr. Ganske. And so — if you would clarify for me £igain what is 
your position at this time on what we had in our print last year, 
limiting op-subs to agency activity. 

Mr. Rubin. That in our judgment is not responsive to our beUef 
that banks should have choice for the reasons that I have said. 
That would not be a satisfactory provision. My point £ibout last 
year's bill was that you all did actually approve a bill that involves 
very substantial securities dealing and underwriting activities by 
subsidiaries of banks. That was my only point. 

Mr. Ganske. Mr. Chairman, let me just ask one follow-up ques- 
tion, with your permission. 
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Mr. Secretary, how do we get this agreement on this? How are 
you and Mr. Greenspan and Mr. Levitt going to come together on 
this? 

Mr, Rubin, Well, let me say that the Fed and the Treasury have 
an extraordinarily good working relationship, and I think it has 
been of tremendous benefit to this country. I think the probability 
of this country being able to provide the leadership it did in connec- 
tion with the financial crises of the last 2 years would have be^ 
substantially reduced if we did not have the excellent working rela- 
tionship we have. This is a matter where we simply disagree. 

But you have a bill that has passed, 51-8, so there was obviously 
strong bipartisan support in the House Banking Committee. And 
that is a bill that, in our judgment at least, should be the basis, 
"with some minor matters that need to be dealt with, should be the 
"way in which financial modernization is dealt with. 

Mr. Ganske. Thank you. 

Mr. OxLEY. The gentleman's time has expired. 

The gentleman from Michigan, Mr. Stupak. 

Mr, Stupak. Thank you, Mr. Chairman. 

Mr, Secretary, in just listening to testimony, when we talk about 
operating subsidy, I believe we are talking about access to the dis- 
count window and the Federal guar2mtee to insure the bank assets. 
Do you disagree with that? 

Mr. Rubin. I do. We are not talking about the operating sub hav- 
ing Jiny access to the window, or any guarantee of assets. The oper- 
ating sub would have none of that. 

Mr. Stupak. But the bank has the access which makes the cap- 
ital then cheaper, does it not, if the bank has access to the discount 
window and the guareuitee? 

Mr. Rubin. The bank has the access. That may make their cap- 
ital somewhat cheaper, although that, as you Imow, is a matter 
that is somewhat disputed. But the subsidy that is thereby created 
can then only be transferred to the subsidiary in accordance with 
the provisions of H.R. 10. And under those provisions, the affiliate 
and the subsidiary are exactly identical — 100 percent identical — 
with respect to the ability to benefit from the subsidy. A zero dif- 
ference. 

Mr. Stupak. All right. Let me ask you this. In your statement, 
you maintEiin that a bank would not transfer the subsidy it receives 
through the access to the payment window and deposit insurance 
to a subsidiary anymore than an affiliate, because it would have to 
provide loans on the same terms. 

Mr. Rubin. Correct. 

Mr. Stupak. It is my understanding that Chairman Greenspan 
was not primarily concerned about the loans, but the fact that the 
capital banks invest in subs would be subsidized, and in case of the 
affiliate, the bank would not invest in the affiliate, only the parent 
who does not derive a subsidy. 

Now, so you don't dispute the notion that the access to the dis- 
count window and the Federal guarantee to insure bank assets de- 
creases the cost of their capital, do you? 

Mr. Rubin. No. What I disagree with is the other parts of the 
statement that you made. There is a very lively debate amot^st 
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people who are ^cpert in this area as to whether or not there is 
an actual subsidy in the b2ink, because as you know, the bank 

Mr. Stupak. But it is not an actual subsidy, right? I mean, it is 
the access to the discount window and the Federal guarantee. 

Mr. Rubin. You have Federal guarantee, you have access to the 
discount window, both of which are benefits to the bank, but the 
bank also takes on other responsibilities. For example, CRA. I can 
just tell you if you read the literature and you talk to people in this 
world, they will tell you that there is a very lively dispute as to 
whether there is a subsidy, whether or not that subsidy exists. But 
I am not engaging in that debate at the moment. I am saying 
whether or not that subsidy exists is irrelevant with respect to this 
op-sub afniiate debate because the ability to take that subsidy and 
put it in one or the other is exactly the same. 

Now, for the reasons that we discussed with others — including, 
I think, Mr. Dingell — a bank for all kinds of economic reasons may 
choose either the op-sub or the afHliate as the place to put its cap- 
ital. I think there are some instEinces where I think they feel the 
affiliate gives them the greatest overall competitive advantage, and 
there are some that are going to consider that the op-sub gives 
them the greatest competitive advantage, but that has zero to do 
with the subsidy. 

Mr. Stupak. If it is exactly the same, as you said, then are you 
saying, then, that Goldman Sachs and Citicorp can obtain loans or 
issue debt at the same terms? 

Mr. Rubin. Citicorp, the holding company, or Citicorp, the bank? 

Mr. Stupak. The bank. 

Mr. Rubin. No, the bank may have a subsidy. That isn't the 
issue, Mr. Stupak. The question is, if they have a subsidy, and it 
is not so clear they have a subsidy — let me say, we competed with 
Citibank, wonderful institution, great institution, but we competed 
with them very effectively when I was in the securities business. 
But in any event, it suggests to me that if there is a subsidy, it 
isn't very large, where a large subsidy would be a determinative 
factor. In fact, the investment banks were extremely competitive. 

But leaving that aside, if there is a subsidy, it is equally trans- 
ferable to the EifCiliate and to the subsidy. T^e subsidlfuy has no 
more advantage than the affiliate; it can be equally transferred to 
both. There are certain instances in which an institution will feel 
that its overall funding is advantaged by putting it in the affiliate, 
and there are other instances where they feel it would be £in ad- 
vantage by putting it in the subsidiary. That has nothit^ to go 
with the question of whether there is a subsidy. 

Mr. Stupak. But the answer then to my question based on your 
answer is, no, that they can't do it on the same terms; correct? 

Mr. Rubin. Can't do what? 

Mr. Stupak. Issue debt on the same terms, Citicorp or Goldman 
Sachs. They can't issue on the same terms. 

Mr. Rubin. Actually, we can respond to you in writii^, Mr. Stu- 
pak, but I am not so siure you are right about that. What kind of 
debt are you talking about? Is it overnight debt or 1 week debt or 
1 month debt? 
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Mr. SruPAK. Well, as you formulate your answer, take the tran- 
script and read it back and I think you will find your answw wu 
no. So therefore, 

Mr. Rubin. Well- 
Mr. Stupak. Weil, just humor me and read it back before you an- 
swer my question if you are going to put it in writing, oka^? 

Mr. Rubin. Mr. Stupak, even if you are right — and I think it i» 
a much more complicated question than lends itself to a simple an- 
swer — ^it doesnt matter. Because if Citibank can get an advantas* 
in borrowing, if there is a subsidy, then the question is, can 
Citibank trainsfer that subsidy etny more readily to an op-sub than 
to an affiliate? And the answer to that is 100 percent no. 

Mr. Stupak. But they invest in their op-sub, right? 

Mr. Rubin. But they invest in the affiliate. W?hat they do is, M 
you know, they move it up to the parent and then the parent taksi 
that — if it is subsidized — subsidized capital and invests it in the af- 
iUiate. The same thing. Exact same thing. 

Mr. Stupak. All right. You mentioned that the foreign banks can 
engage in securities activities. Was Divo Securities an operating 
sub? 

Mr. Rubin. Was Daiwa securities? I actually don't know. You 
mean their operations here? They were subject to Fed supervision. 
I don't know whether it was a sub or not. Do you know? I dont 
know. We can get back to you. 

I don't think it would make any difference, really. I think that 
is irrelevant to this argument, but I don't know whether it was a 
subsidiary or some other form, I don't know. My guess is since that 
was a banking activity, my guess is it was not a subsidiary, but 
I don't know. 

Mr. Stupak. I don't know either. I thought I would ask. 

Chairman Greenspan stated in his testimony that Treasury had 
consistently opposed the operating subsidy in previous administra- 
tions. Why has this Treasury changed that prior policy. 

Mr. Rubin. Because what we did was to change the proposal. The 
op-sub that H.R. 10 contains is very substantially difTerent than 
the proposEii that the Trefisury used to oppose. 

Mr. Stupak. Okay. You indicated that State banks are allowed 
to engage in a broad range of activities subject to their State char- 
ters and agreed to by the FDIC. How many States have allowed se- 
curities underwriting by State banks, and how many banks has th« 
FDIC allowed to underwrite securities? 

Mr. Rubin. I do not know the answer to that. Do you? 

Mr. Carnell. Many States allow securities underwriting. 

Mr. Stupak. How many is many? 

Mr. Carnell. I don't know the number. We can get back Ui ymj 
for the record, but a substantial number of States allow underwrit- 
ing in securities of State banks. The actual number of banks that 
have come to the FDIC over the L3 years in which the FJtUi has 
allowed this is not large. It is a handful right now. There Ivfve 
been no problems at thme banks, by the way. 

Mr. OxLET. llie gentleman's time has expired. 

The geotieman from Illinois, Mr. Shimkus. 

Mr. Shoikus. Thank you, Mr. Chairman. 
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It is good to have you, Mr. Secretary. I have great respect for 
your knowledge and experience, along with the Fed Chairman. So 
if we have two credible proponents of two opposing views on finan- 
cial modernization, other factors may— you know, the public may 
be addressing other concerns. 

So let me ask a question that hasn't been asked yet, and I dont 
mean it to be disparaging of the administration, but if the public 
wants to ensure that our fuuincial institutions are devoid of politi- 
cal influence regardless of who is in power in the executive branch, 
why would they, the pubUc as a whole, safety and soundness, why 
would they side with your position versus the Fed Chairman's? 

Mr. Rubin. I think that is a good question. What the public does 
when they elect an administration is they basically give to that ad- 
ministration the responsibility and the accountability, for that mat- 
ter, for economic policy; and economic policy very much includes 
banking policy. 

I think the critical distinction — and I think you Eire getting to a 
good point, Mr. Shimkus — the critical distinction, it seems to me, 
is between economic policy, banking policy — where the Secretary is 
and, I think, should be deeply involved— and regulatory matters 
where it seems to me the Secretary should not be involved. And it 
is a violation of Federal law for the Secretary to be involved in 
case-specific regulatory matters. And by that I presume 

Mr. Shimkus. I thought you were going to give me something 
else. 

Mr. Rubin. I don't know this, but I presume that it was made 
a violation of law precisely to protect the public against the con- 
cerns that you just mentioned. 

Mr. Shimkus. During my short time as a member of the sub- 
committee, the big battles between the bank holding company and 
the operating sub, that is how I like to — my terminology that I am 
comfortable with saying — ^under the operating sub which you sup- 
port, the FDIC insurance — ^you are saying that there will be fire- 
walls so that the FDIC insurance will not be at risk based upon 
the activities of the other elements in the operating sub, the insur- 
ance or the securities instances. But can you put a price on the full 
faith and credit of the Federal Government? You can't quantify 
that financially. 

Mr. Rubin. Well, what I am saying, Mr. Shimkus, and what the 
ChairmEin of the FDIC is saying, is that the tamayers' funds are 
better protected by having the nonbank financiEil activities in the 
subsidiary thfin in the a£51iate. The problem for the taxpayers — the 
FDIC, as you say — ^lies if the bank gets in trouble. And if the bank 
gets in trouble, the FDIC can Uquidate the subsidiary and take the 
proceeds and use them to deal with the problems of the bitnk. If 
the activities are in the affiliate, then the FDIC cannot automati- 
cally reach those assets — in fact they can't — and liquidate them. 

Mr. Shimkus. But many of us are saying there is more risk tak- 
ing the other view. If in essence the FDIC is— which you cant 
auantify the benefits to the operating sub of the other elements in 
le insurance and also 

Mr. Rubin. No, but there is no way that the problems in the op- 
sub — I see your point — can adversely eiffect the bank, because as 
you know, under American corporate law 
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Mr. Shimkus. I am not a lawyer, so I don't know. 

Mr. Rubin. The parent is not responsible for the Habilities of the 
subsidiary, so the problems of the sub won't affect the bank. But 
conversely, if the bank gets in trouble, then the FDIC can reach 
the subsidiary. This is the reason that the current FDIC Chairman 
and four predecessors — three Republicans and two Democrats — 
have said they prefer for safety and soundness purposes the op-sub. 
They are actually looking at exactly what you are looking at, safety 
and soundness, and they are saying the op-sub is preferable for 
precisely these reasons. 

Mr. Shimkus. That is all I have, Mr. Chairman. Thank you. 

Thank you, Mr. Secretary. 

Mr, OXLEY. The Chair now recognizes the gentleman from Mas- 
sachusetts, Mr. Markey, 

Mr. Markey. Thank you, Mr. Chairman, very much. Welcome, 
Mr. Secretary. 

The subject I want to address if I could is the issue of privacy. 
I believe that every American has a right to knowledge that infor- 
mation is being gathered about them, notice that the information 
is going to be reused for purposes other than that. which they had 
origin^y intended, and the legal right to say no with penalties 
against any entity which reuses that information: financial serv- 
ices, health care, imy information technology. Fundamental right. 

Do you believe that a person's privacy is a property right? Does 
someone have the right to their own person, their own information, 
their own history? Is that a property right? 

Mr. Rubin. Could I give a two-part answer, Mr. Markey? When 
you stated the general principle, I was thinking to myself, I agree 
with you. When you stated it as a property right — I certainly agree 
with the gener£d principle. You know, a property right is a very 
specific legal term with a lot of ramifications — and I would have to 
think about that. But I certainly agree with the principle. 

Mr. Markey. We spend a lot of time in Congress trying to give 
individuals rights to physical property. 

Mr. Rubin. I am not disagreeing with you. It is just something 
I need to think about. It is an interesting way to put it. It would 
oot have occurred to me to think about it quite that way. 

Mr, Markey. In the bill H.R. 10, as it emerged from the Bankii^ 
Committee, the finsuicial privacy language covers only banks and 
tbritta, but not broker dealers, not investment companies, not in- 
vestment advisors or insurance companies. None of them are cov- 
ered in the H.R. 10 privacy Iiinguage. 

Do you think all of those institutions should be covered by any 
privacy language which we pass, or should it only be the banks and 
thrifts? 

Mr. Rt;BiN. Well, as you know, Mr. Markey, the President an- 
nounced yesterday an initiative to try to substantially improve pri- 
vacy, and I think that if you have — and I hope this is responsive 
to your question — that if you have a number of these different ac- 
tivities in the same institution, then the sharing of that informa- 
tion amongst the — I think this actually is responsive — amongst the 
components of that conglomerate, if you will — or for that matter 
the selling of the information — is something that the individuals 
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should receive notice of and then should have the opportunity to 
prevent. 

Mr. Markey. Across all of the institutions? 

Mr. Rubin. Yes, I think that is right. 

Mr. Markey. Okay, good. Linda is nodding yes. 

Mr. Rubin. Well, Linda may agree. But I think she is ri^t in 
this instance, which is not always the case. 

Mr. Markey. The issue is — ^in my experience it has been that is 
that Linda is always right. 

So here is the issue. The broker, having access to checks, would 
know that your daughter was being treated with Ritalin for ADD, 
that your wife was being treated for breast cancer — the banker, the 
mortgage banker — that your wife had breast cancer, so he wouldn't 
have any other way of knowing, except for these — for access to your 
checks. 

The insurance agent in the same firm would know of the stress 
of your daughter and the stress of your wife, and that your mother 
is on Depends, and you have her at home. So he would know the 
extra stress that you were under that otherwise he wouldn't have 
emy access to because he has your checks. So at the end of the day, 
shouldn't you have a right to say no? 

Mr. Rubin. The answer to that question is yes, in my judgment. 

Mr. Markey. That is great. 

Mr. Rubin. By the way, I think that was really the core of the 
President's announcement yesterday. 

Mr. Markey. I know that, and I am just trying to get it out. 

Mr. Rubin. So Linda eigrees with the President as well. 

Mr. Markey. I have been looking to Linda for 20 years. 

Now, the legislation that passed the Banking Committee also 
limited this small segment of the financial services universe erf* 
banks and thrifts to merely requiring that a banker tell the cus- 
tomer what the institution's privacy policy is with respect to disclo- 
sure to other third parties, other Uian agents of the depository in- 
stitution. 

The amendment that I will meike in the committee is to make 
sure it is not just other depository institutions, but to every other 
affiliate of that institution that has that responsibility, and the ad- 
ministration agrees with that position. 

Mr. Rubin. I think that sounds right, yes. 

Mr. Ganske. Would the gentleman yield? 

Mr. Markey. I will be glad to yield. 

Mr. Ganske. And with the chairman's discretion, would — ^I ask 
imanimous consent for 1 additional minute. 

Mr. OXLEY. One additional minute. 

Mr. Ganske. I am sympathetic to the gentleman's concern about 
privacy, both in financieil services and in health care, but the pri- 
vacy issue is a very, very difficult one that relates to Internet, to 
£dl sorts of complicated issues. I would sort of liken trying to solve 
this, that problem with the financial services, to the gentleman 
putting a basketball in each hand and trying to make both shots 
at the same time, or having two baseballs pitched at you and try- 
ing to hit both of them at the same time out of the park. 

I pledge to work with the gentleman on these issues. I am con- 
cerned ^x>ut trying to marry a very complicated issue to an al- 
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has a response to that. 

Mr. OtOjEY. The gentleman's time has expired. 

Mr. Markby. I ask the chairman for 1 additional minute. 

Mr, OXLEY. One additional minute. Briefly, plestse. 

Mr. Markey. We have two phenomena here. We have this rapid 
technological revolution which is affecting every industry. It forces 
convergence in the financial industry, yes, but it also makes it pos- 
sible for ihese data miners to use tms electronic capacity to be able 
to glean information about each of us. 

So there is a Dickenslan quality to it. It is the best of wires and 
the worst of wires simultaneously. It makes it possible to create all 
of this wonderful progress in financial services being put in one 
place, but it also makes it possible for unscrupulous inmviduals to 
monitor our private secrets of our lives. 

So for a woman who, in order to get an insurance policy, has to 
£o in to get a medical exam and there is knowledge here that she 
has breeist cancer, it is a very sensitive subject 

Mr. OxLEY. The gentleman's time has expired once again. 

Mr. Markey. If I may, just 30 seconds, with your indulgence, I 
don't think that that person should have waived her rights to have 
that information now transferred over to her broker dealer, over to 
her mortgage banker. It should not be tiffecting every other part of 
her life without her permission. Otherwise I think, whether it be 
ADD or it be breast cancer or it be any other issue, we will put 
a chilling effect upon people trying to gain access to the medical 
services which they need, for fear that it will be spread all over 
time because one institution in town is now able to spread it. And 
that is why I think it has to be merged into one ball and I would 
like to work with the gentleman. 

Mr. 0}a>EY. I would remind the members, this is a heairing £md 
not a markup. There will be plenty of time for give and take, and 
I am sure the Secretary would appreciate getting back to the issue 
at hand. I would also say, knowing my friend from Massachusetts, 
the cheinces of him with two basketballs scoring is far higher than 
passing either one of those basketballs. 

I recognize the gentleman from New York. 

Mr. FOSSELLA. Thank you, Mr. Chairman. 

I stepped out for a few minutes but, Mr. Secretary, I am just cu- 
rious. At the end of the day, you raised some red flags in what may 
happen on this bill. Is there anything that you can see where you 
would urge the President to veto this legislation, given some of the 
amendments that are under consideration? 

Mr. Rubin. Any situation in which I would urge it to be vetoed? 
He has issued a veto letter, as you know. The letter focused on 
CRA, and as he said yesterday again in his statement, it is impera- 
tive that the CRA remain relevant in the world that is now devel- 
oping. The veto letter included the fsiilure of the Senate banking 
bill to provide choice between an op-sub and an affiliate, and it in- 
volved consumer issues. And then he is concerned about banking 
and commerce Issues. 

Mr. FosSELLA. And that is going to be the party line from here 
on in; is that it? 

Mr. Rubin. Excuse me? 
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Mr. POSSELLA. That is the party line from here on out? 

Mr. Rubin. It is not a party line. That is a veto letter that came 
from the President himself, it was not senior advisors, and it re- 
flected the deeply held policy views of the President and the admin- 
istration. 

Mr. FOSSELLA. Thank you very much. 

Mr. Rubin. Okay. 

Mr. OXLEY. Does the gentleman yield back? 

Mr. FosSELLA. I yield back. 

Mr. OxLEY. The Chair now recognizes the gentlewoman from Col- 
orado. 

Ms. DeGetTE. Thank you, Mr. Chairman. 

Mr. OXLEY. If the gentlewoman would just suspend. The Chair 
would announce there is a 15-minute vote on the floor and then a 
5-minute vote. We would love to be able to get through the panel 
and get the Secretary on his way if that is at all possible, so let's 
give that a shot. 

The gentlewoman from Colorado. 

Ms. DeGette. I won't have any basketball discussions, Mr. 
Chairman. 

Just very briefly, Mr. Secretary, to take a sort of a different 
angle at this, in your prepared testimony you say that you continue 
to believe that any financial modernization bill must have adequate 
protections for consumers, and you point out that you are hoping 
that this committee wiU add additional protections over the bill 
that came out of the Banking Committee. 

Are you talking specifically there about the Federal Home Loan 
Bank system, and tne other issue on £tf[iliations between commer- 
cial firms and savings associations, or are there additional con- 
simier protections you would like to see? 

Mr. Rubin. I was referring there primarily to try to work with 
the SEC in order to better enable them to perform their functional 
regulation. The SEC has concerns and I think they are well taken. 

Ms. DeGette. I do too. 

Mr. Rubin. As you know, this bill was designed to eliminate the 
exemption from the SEC of these various securities activities con- 
ducted in banks. At the same time, then, there are all sorts of ex- 
raptions to Uie exemptions, and they could be read so broadly as 
to establish the exemption. That is the concern that the SEC has. 
We share that concern, and what we would like to do, if there is 
a way that it can practically be done, is to work with the SEC on 
these issues. That was my primary reference. 

Ms. DeGette. Do you think there is a way that it can practically 
be done? 

Mr. Rubin. I don't fully know the answer to that. We have 
worked with the SEC extensively, we would like to continue to 
work with them, but these are very complicated issues. All I can 
tell you is that we very strongly share their concerns and we would 
like to be constructive in resolving them if there are ways to do 
that. 

Ms. DeGette. You have had ongoing discussions, I guess, and 
you haven't been able to come up with any ideas so far? 

Mr. Rubin. Well, we certainly have had ongoing discussions, and 
I think it would probably be fair to say that there were a lot of 



yGooQie 



107 

ideas, and the question is, will any of them work and be practical 
and legislatable and so forth. 

Ms. DeGette. Mr. Chairman, in the interest of getting in the 
other questions, I yield back. 

Mr. OXLBY. The gentleman from Wisconsin is next, Mr. Barrett. 

Mr. Barrett. I appreciate your comments and the comments the 
administration has made with regard to CRA. My question regards 
central city. I represent a district with a large central city, and I 
am grasping to see in either approach what is here to benefit the 
central city and what is goii^ to improve investments in our cen- 
tral cities. Can you make the case as to why your approach is bet- 
ter than Mr. Greenspan's approach? 

Mr. Rt;BIN. Well, as you Imow, because we have discussed these 
issues before, I also care deeply about what is happening in inner 
cities and I think that what is happening there is going to greatly 
affect what is happening in the rest of our countiy. I don't know 
that the op-sub affiliate debate particularly afTects what happens 
in the inner cities, although I must say, having said that, to the 
extent that there are minority, small minority-owned banks — actu- 
ally, I hadn't thought about it until this moment — but to the extent 
there are small, minority-owned banks that wiuit to get into these 
new financial activities in some measure— and it seems to me it 
might well be advisable to do that in some measure and then affili- 
ate with other larger institutions and so forth — what they should 
be allowed to do as long as there is no reason not to allow them, 
and I believe there is zero reason not to allow them, is to find tJie 
form of organization that is most efficient for them. And I suspect 
that for small banks of the kind I have just described, the op-sub 
probably would be a less expensive way of structuring themselves 
to eng^e in these activities. 

Mr. Barrett. Which approach would have more CRA penetra- 
tion? 

Mr. Rubin. If there is a difTerence, then it seems to me that it 
may be — I mean, we are totally committed to CRA, as you know, 
but if there is a difTerence, it may be that by virtue of the fact that 
the sub is an asset of the bank and preserves these assets within 
the hank as opposed to putting them in the affiliate, that that 
might be beneficial or advantageous with respect to CRA. 

Mr. Barrett. Okay. Thank you. 

Mr. OXLEY. The gentleman's time has expired. 

The gentleman from Illinois, Mr. Rush. 

Mr. Rush. Thank you, Mr. Chairman. 

Secretary Rubin, in the interests of time — well, first of all, Mr. 
Chairman, I do have a number of questions, but I ask for unani- 
mous consent to ask that you 

Mr. OxLEY. That has already been provided for, yes. 

Mr, Rush. All right. Secretary Rubin, H.R, 10, as reported out 
of the Banking Committee, carves out and essentifdly protects title 
insurance from competition under the act. Will you discuss the re- 
sulting benefits or detriments of such a carve-out? 

Mr. Rubin. Let me ask Mr. Camell to do that, if I may, Mr. 
Rush. 

Mr. Carnell. We think, Mr. Rush, that more competition is de- 
sirable here, and that singling out this or another line of financial 
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services business for special protection from competition does not 
make sense. So we think these provisions are discriminatory, and 
that something that puts different providers on a real equal footing 
and lets them compete would be good for consumers. 

Mr. Rush. Thank you, Mr. Chairman. I yield back. 

Mr. OXLEY. Thank you. The final questioner, the gentleman from 
New York, Mr. Engel. 

Mr. Engel. Thank you, Mr. Chairman. 

I too have a number of questions which I will submit in the in- 
terests of time. 

1 just wanted to ask the Secretary, in his prepared testimony he 
mentioned the Federal Home lioan Bank system and his concerns 
with that. I am wondering if you could elaborate on them. Obvi- 
ously, the Federal Home Loan Bank system has been effective in 
assisting Americans to obtain homeownership. I wonder if you 
could elaborate on your concerns. You mentioned particularly its 
arbitrage and short-term lending activities. 

Mr. Rubin. We are very much in favor of the Federal Home Loan 
Bank System serving its legislatively determined public purpose, 
which, as you say, is housing. And there are [>eopIe who think it 
should be expanded to provide more resources to communities and 
community banking and various community purposes. That seems 
to us a sensible judgment for Congress to make. 

Our concern is the use of the FHLB's taxpayer subsidy for pur- 
poses other than those determined by Congress. Arbitrage activity 
is not a benefit to housing and it is not a benefit to communities, 
if that is a purpose Congress should determine. And neither is 
overnight lending. That was the point of my comment. 

Mr. Engel. I just want to say I agree with you, and I have some 
other questions which I will submit. Themk you very much. 

Mr. OxLEY. The gentleman's time has expired. 

Mr. Secretary, we appreciate your willingness to be with us this 
morning and, as usual, your excellent testimony is appreciated and 
we thank you very much. 

With that, the subcommittee stands in recess until 1 p.m. 

[Brief recess.] 

Mr. OxLEY. The subcommittee will reconvene, on time, and we 
welcome our third pfmel of today. If they will come forward. We are 
honored today to have two distinguished gentlemen. The first wit- 
ness is Commissioner George Nichols, III, the chairman of the com- 
mittee on financial services modernization with the National Asso- 
ciation of Insurance Commissioners, and our old friend, the Honor- 
able Arthur Levitt, chairman of the Securities and Exchange Com- 
mission. 

Gentleman, welcome to both of you. We appreciate your coming 
before the committee on this important issue. You have testified on 
this issue before this committee in the past. We hope fervently that 
this is the last time that we will ask you to participate on a hear- 
ing on financial services modernization and that you can join us at 
some future date for a bill signing and everything will be fine and 
we will get on with the rest of our lives. 

So witii that, let us begin with Commissioner Nichols. 
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STATEMENTS OF GEORGE NICHOLS, m, CHAIRMAN, COMMIT- 
TEE ON FINANCIAL SERVICES MODERNIZATION, NATIONAL 

ASSOCIATION OF H^URANCE COMMISSIONERS; AND HON. 

ARTHUR LEVITT. CHAIRMAN, SECURITIES AND EXCHANGE 

COMMISSION 

Mr. Nichols. Thank you, Mr. Chairman. My name is George 
Nichols, and I am the commissioner of insurance in the Common- 
wealth of Kentucky; and I serve as vice president of the National 
Association of Insurance Commissioners and chairman of the spe- 
cial committee on financial services. We are honored to be here 
today to talk about this important issue 

Mr. OxLEY. Excuse me. Is your mike on? 

Mr. Nichols. Hello? I thought it was. 

Mr. OXLEY. No. It is that switch down at the bottom. If you 
could, just pull it a little bit closer. The acoustics are tough in this 
room. 

Mr. Nichols. My name is George Nichols. I am the Commis- 
sioner of Insurance in the Commonwealth of Kentucky. I am rep- 
resenting the National Association of Insurance Commissioners, 
which I serve as vice president and chairman of the special com- 
mittee on financial modernization. We Eire honored to be here 
today. 

We want to talk about insurance consumers who are a huge fac- 
tor in the H.R. 10 equation. Their interests must not be samficed 
in the name of financial modernization services. Insurance is a 
unique product which is purchased to protect people during times 
trf' their lives when they are most vulnerable. 

Figures compiled by our association show that families can spend 
easily upwards of $3,000 for auto, home, and life insurance. If you 
take into consideration health insurance and they buy it individ- 
ually, that amount could double, including additional property that 
they own or additional cars. Seen regularly, those are the only pro- 
tection for America's insurance consumers. 

Nationwide we employ some 10,000 people and s[>end $750 mil- 
lion annually to be the watchful eyes and helpful hands of consum- 
ers regarding insurance problems. There is no Federal agency for 
regulating the business of insursince. If Congress prevents the 
S^tes &om supervising insurance adequately, this vital function 
will go undone. 

Furthermore, the cost of insurance of any regulatory failures of 
insurance companies would directly affect policy holders, claimants, 
State guarantee funds, and the taxpayers. As passed by the House 
Committee on Banking and Financial Services, H.R. 10 Is basically 
hostile to consumers find the States. The bill needlessly sweeps 
away State consumer protection authority. 

H.R. 10*8 broad preemption of State insurance laws is clearly 
shown on a chart that we have prepared for each of the members. 
We have compiled it relating to the specific statutes for your given 
State. State regulators emd the NAIC strongly oppose the Banking 
Committee version of H.R. 10. 

To correct these deficiencies, we are submitting specific amend- 
ments to the Commerce Conunittee that will preserve our central 
authority to the following areas: affiliations. The NAIC amend- 
ments preserve the power of State regulators to fiilly review pro- 
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posed ai&liations involving banks, just as we do with any other 
firm that would acquire an insurer. This is sensible since we are 
the only regulators who protect the rights of policyholders and 
claimants. 

Insurance business activities. The NAIC amendments make it 
clear that States can regulate all insurance functions of all busi- 
ness entities including banks. Our amendments cover important as- 
[>ects of insurance operations that H.R. 10 fails to address such as 
reinsurance, investments, and claims handling. 

Nondiscrimination. The NAIC amendments make it clear that 
State laws cannot overtly discriminate against banks or indirectly 
be used to prevent them from engaging in business activities pro- 
vided for under H.R. 10. 

Equal standii^ in the court. The NAIC amendments give State 
regulators equal standing in the court with the Federal r^;ulators 
for all disputes arising over matters relating to H.R. 10. 

The NAIC amendments make minimum changes to the existing 
language and structure of the bill. Adopting them will not interfere 
at all with the bill's financial modernization goals. The NAIC is 
also proposing new amendments to H.R. 10 that will give us extra 
tools to quickly achieve the uniformity and efficiency of State insur- 
ance regulation and supervision. 

Our amendments would use Federal law to help State insutance 
departments to accomplish the following goals: (1) establish a 
streamlined and uniform process for licensing nonresident agents; 
(2) remove State barriers to nonresident licensing, including 
countersignature requirements; (3) establish a stre^nlined and 
uniform process for licensing of insurance companies; and, (4) grant 
legal protection to city and NAIC and State regulators to informa- 
tion shEuing data base activities and enforcement matters involving 
Interstate Commerce. 

Mr. Chairman, H.R. 10 is now at a crossroads. Con^«ss must 
make a clear choice to protect insurance consumers. If Congress 
adopts the NAIC's consumer protection amendments, the bill can 
proceed with the confidence that policyholders and claimants will 
remain fairly protected by the States. If Congress fails to adopt 
these amendments, the critical interests of insurance consumers 
and State governments will be sacrificed. 

There is one last fact that Congress should consider. In 1997, in- 
surance products generated 4 million consumer inquiries and com- 
plaints. If Congress takes away our power to handle these com- 
Elaints, who in the Federal Government will? State insurance regu- 
ttors and the NAIC want to continue keeping misguided fraudu- 
lent insurance providers from damaging consumers, hanks, and in- 
surance companies. We ask that Congress come in and help us pro- 
tect consumers by fixing H.R. 10 in order to preserve the authority 
of States they need to get the job done. 

That concludes my prepared remarks, Mr. Chairman. E would 
also like to offer a few personal thoughts in the importance of the 
H.R. 10 debate in view of the tragic storm and losses to the people 
in Oklahoma and Kansas. 

We recognize the devastation that has affected those two States. 
Right now those two States both have strong advocates in their 
commissioners of insurance. Both States are setting up sateUite of- 
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fices in the locations of the devastation to make sure that insur- 
ance companiea are doing the jobs that they need to do, to coordi- 
nate the response, to make sure that claims are handled in a prop- 
er manner, and tiiat they can move as quickly as possible to try 
to help the people in those two areas move toward back being 
whole agEiin. 

We are Eisking this committee to work with us to assure that we 
do not lose the authority that we have to be the advocate on behalf 
of (»nsumers with this nnancial service. 

Thank you very much, sir. 

Mr. OxLEY. Thank you, Mr. Nichols. 

[The prepared statement of George Nichols III follows:] 



Introduction 

Hy name is G«o[ge Nicbota. and I serve as Conunissioner of Insiu^nce in Ken- 
tu^^. I also serve as Vice President of the National Association of Insurance Com- 
missunwrs (NAIC) and Chairman of the NAIC's Special Committee on Financial 
Snvkea Moderniration. The MAIC established this Special Committee in 1996 to aa- 
siot State insuranoe regulators as they continue to meet the demands of the Nation's 
nfidiy evolving maricet for financial products. 

Toda^, I would like to make three points regarding HR 10 and financial s> 



• First, the intravsta of insurance consumers in the United States must not be sac- 

rificed in the name of modernizing ihiancial services. 

• Second, State insurance regulators strongly oppose the version of HR 10 passed 

by uie House Committee on Banking and Financial Services because the bill 
B w ee p a away State authority to protect insurance consumers. We will use every 
means avaihUe to alert the public, Congress, and State officials that HR 10 is 
currently anti-c(Hisumer and anti-State government. 

• niird, the NAIC is providing the Committee on Commerce with specific amend' 

mmts that fix the aerious regulatoiy deficiendea in HR 10. The NAIC's amend- 
menta will also achieve the goals of uniform licensing procedures for insur«rs 
and agents, as well as national enforcement of State and Federal laws that pro- 
tect insurance consumers. 
Iiuuranee Cotuumen Are a Huge Factor in the HR 10 Equation 

HR 10 has been woridng its way through Congress with strong backing fit>m im- 
portant segments of the banking, msurance, and securities industries. The commer- 
cial flrma pudiing the bill argue that new Federal legislation is needed to enable 
them to develop and market better products, as well as to allow them to compete 
note &iiiy in a ^bal economy, NAIC members also support modernizing financial 
laws. We recognize there are potential business benefits to consumers in our respec- 
tive Statea. 

Howero-, Congress must also consider the welfare of consumers from the stand- 
point of making sure that their insurance is safe and their claims are paid. To our 
knowledge, the millions of people who buy insurance for their homes, cars, health, 
and *ii"»nrial securitv are not even aware that Congress is considering HR 10. We 
do not believe tbe public wilt be complacent about HR lO's negative impact on insur- 
ance Bupervisian when people learn that it prevents State regulators irom monitor- 
ins insurer solvent and huidlin^ customer complaints. 

^Pi^ing fir insuiance products is one of the largest consumer expenditures of any 
kind fi>r moat Americans. Pifpires compiled by the NAIC show that an average fam- 
ily can easily spend a combined total of $3,000 each year for auto, home, hTe, and 
health insurance covnage. This substantial expenditure is typically much higher for 
fwmili<>^ with several manbers, more than one car, or additional property. 

Collectively, tbe insurance premiums paid by American consumers in 1997 
amwint^ to $116 billion for auto coverage, $29 billion for homeowners policies. 
$107 billion fiu' life insurance, and $216 billion for health coverage. Almost half a 
trillion dollars goes toward buying annual personal insurance coverage, a unique 
product which is purchased to protect people during the times in their lives when 
they ere most vulnerable. 
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enormous financial and emotional stake in. assuring 
providers are kept. 

State R^ulators Are the Only Protection for Insurance Consumers 

As regulators of insurance, State govenunents are responsible for making sure the 
expectations of American conBumers are met regarding; financial safe^ and fair 
treatment by insurance providers. State insurance commissioners are the puUic t&- 
dais who are appointed or elected to perform this consumer protection function. Na- 
tionwide, we employ 10,000 regulatory personnel and spend $750 million annually 
to be the watchful eyes and helping hands on consumer insuranceproblems. 

Here are three key factors to keep in mind when considering HR 10 or other Fed- 
eral legislation affecting State insurance authority — 

1. There is no Federal agency for rMulating the business of insurance. If the Fed- 

eral government prevents the States mm supervising insurance adeqaatdy, 
this vital consumer protection function won^ get done at aU. 

2. Individual States and their citizens bear the costs assod&ted with regulating in- 

surance providers, including the costs of any insolvencies that occur. State gov- 
ernments thus have a powerful incentive to do the job well, and the record 
shows they have done so. 

3. Overly broad language and imprecise drafting in Federal laws can easily under- 

mine essential State consumer protection laws which apply to ALL insurance 
providers. The resulting costs to State governments, taiq>ayers, polic^iolders, 
and claimants cr ■" 



Somepeople have framed the debate over finandat modernization as a conflict be- 
tween Federal and State regulation, or between the banking and insurance regu- 
latory systems. The real issue, however, is whether insurance-related activities of 
financial services companies will be regulated at all if Federal law prevents the 
States from doing the job. 

The Federal Reserve Board, the Office of the Comptroller of the Currency (OCC), 
and the Oflice of Thrift Supervision (OTS) have each said they do not intenid to reg- 
ulate insurance. If State governments are prevented from doing it, who will? 
HR 10 Prevents State Insurance Regulators from Protecting Consumes 

NAIC pointed out the following serious flaws in HR 10 during NAIC President 
and Connecticut Insurance Commissioner George Reider's testimony before the 
House Banking and Financial Services Committee on February 11, 1999. 

• HR 10 flatly prohibits States from regiUating the insurance activities of banks, 

except for certain sales practices. There is no justification for giving banks an 
exemption from proper regulations that apply to other insurance providers. 

■ HR 10 prohibits States from doing anything that might "prevent or restrict" 

banks from affiUating with traditional insurers or engaging in insurance activi- 
ties other than sales. This exceedingly broad standard undercuts ALL State su- 
pervison authority because every regnlation restricts business activity to some 
degree, HR lO's total preemption of State consumer protection powers goes far 
beyond current law, and casts a dangerous cloud over the legitimacy of State 
authority in countless situations having nothing to do with easing financial in- 
tegration for commercial interests. It could also throw into quasuon the rc^- 
tatoiy cooperation between State insurance regulators and Federal banking 
agencies being achieved under current law. 

• HR 10 uses an adverse impact" test to determine if State laws or regulations are 

preempted because they discriminate against banks. This unrealistic standard 
fails to recognize that banks are government-insured institutions which are fiin- 
damentaily different from other insurance providers, Sound laws and iwula- 
tions that are neutral on their face and neutral in their intent would stul be 
subject to preemption under such a standard. 

■ HR 10 does not guarantee that State regulators will always have equal standing 

in Federal court for disputes which may arise with Federal regulators. 
Frankly, we are quite disappointed and concerned that the House Banking and 
Financial Services Committee chose not to fix these and other problems pointed out 
by NAIC. We were told that all parties affected by HR 10 will suffer a certain 
amount of pain, but nobody has informed insurance consumers that they are amoi^ 
the groups who will suffer when State laws and regulations are preempted. 
Real Examples ofHR IQ's Harmful Impact 

1. Connecticut was involved last year in the reeulatory approval process for the 
meiger between Travelers Insurance and Citibank. Operating under State law, 
Commissioner Reider and his staff reviewed the proposed business ^lan and a 
complete filing of corporate financial and operating data before making a flnal 
decision that the merger should be approved. He met his responsibility to fiilly 
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review the merger en behalf of the public, and the matter was handled ^wdi- 
tiouilj with no complaints from the companies making the applicatioQ. Under 
HR 10, however, he would automatically be prevented from conducting a proper 
r«gulat(M7 review of such a large and influential merger affecting insurance 
OMUumns in his State. 
2. AAv extensive input from citizen grotq>B, the State insurance department, and 
Blue Croea/Blue Shield managers, North CaroUna's legislature decided that the 
$2 billion value of the Blue Croe^lue Shield plan should be put int« a trust 
lor llie bmtf t of the public if it is ever sold to private interests. If a bank or 
bank-affiliated insurer were involved in such a sale, this State law — passed to 
address local cixicems having nothing to do with Federal banking laws — would 
be preempted because HR 10 dictates that no State law may prevent or restrict 
a MUik front affiliating with an insurer. 

3- Penntylvania enacted a law in 1996 to correct widespread sales and solicitation 
w^Hittt found during the State's regulatory examinations of companies maAet- 
ing life insurance products and annuities. The law sets limitations and mini- 
mum stao^rds fcH" illustrations used in maAeting such products. It also ad- 
dre— a unfair financial planning practices, and prohibits unqualified agents 
fltnn holding themselves out as linandal planners. Under HR 10, Pennsylvania 
atandB to lose this important tool with respect to the solicitation and sale of life 
and annuity products ny financial institutions, even though the need for the law 
luw been establiahed by State regulators. 

4. On ■ broader level, the NAIC is preparing a specific home-state chart for each 
Member of this Subcommittee showing more than 30 basic insurance laws that 
HR 10 is likely to preempt if it is not amended. These charts identify State stat- 
utes covering such criti<^ areas as examinations, audits, reinsurance, capital- 
ization, valuation, investments, liquidations, guarantee fiinds, agent licensing, 



Current Pngrt»a by State Regulatara Depends Upon Maintaining Our Authority 

HR 10 tbreatms the substantial progress now being made by State insurance re^- 
ulatora using our bating authori^. Wlule Congress and industry have been talking 
about modenuiing financial services regulation, we have been developing and imple- 
nnenling real changes that promote uniformity and efficiency. The process is worii- 
ing beoiuse State insurance authority is well defined and accepted under the 
HcCamut-Ferguson Act 

Hie NAIC is joining with Federal and State banlung agencies to develop agree- 
ments for cooperating and exchanging information on regulatory matters. In addi- 
tioB, qMcial training classes are being designed by NAIC to help Federal regulators 
pelfonn thor duties better. All-day meetings among top technical experts at the 
Federal Reserve Board, OTS. OCC, and State insurance departments are also occur- 
ring. Particinants in these hands-on exchanges have all agreed that they are exactly 
«4iat is neeaed to make functional regulation work. 

Under HR 10, the extent of State insurance authority will surely be questioned 
and tested, not only b^ banks and their affiliates, but also by traditional in 



NAICa Amendments Preserve Essential State Consumer Protection Authority 
The version of HR 10 passed by the House Banking Committee is vMy harmfiil 

to insurance consumers. To correct its deficiencies, the NAIC is submittiiw specific 

amendmeBts to the Commerce Committee that will make HR 10 palatable in the 

fbllowing essential areas — 

■ Affiliations— The NAIC amendments preserve the power of State r^ulators to 
fiilly review proposed affiliations between banks and insurers, just as we do 
with any other firm acquiring an insurer. This is sensible, since we are the only 
r^ulators who protect the i^;hts of policyholders and claimants. It is also fair, 
since State guarantee fiinds are requJred to pay for any insolvencies which may 
result from bank-related affiliations. 
• Insurance Sales and General Business Activities— The NAIC amendments make 
it dear that States can regulate the insurance functions of all business entities, 
including banks. Our amendments cover all aspects of insurance operations, in- 
cluding reinsurance, investments, claims handling, and managing general 
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• Non-Discrimination — The NAIC agrees that State laws and regulations should not 

unfairly discriminate against banks on insurance matters, but we also recognize 
it would be foolish to ignore the fact that they are govenunent-inaured droosit 
institutions which are nindamentally different bom other insurance providers. 
Our amendments make it dear that State laws cannot overtly diaeriminate 
against banks or indirectly be used to prevent them from engaging in busi- 
nesses permitted by HR 10. 

• Equal Standing in Court — The NAIC amendments give State regulators equal 

standing in court with Federal regulators for all disputes arising over matt«s 
relating to HR 10. There is no good reason to grant special deference to Federal 
regulators simply because a matter occurred before September 1998. 

The NAIC's consumer protection amendments are Attachment I to this testunony. 
We carefully crafted the amendments to make minimal changes to the existing lan- 
guage and structure of HR 10. Adopting our amendments will not interfere at all 
with the financial modernization goals which the bill's sponsors hope to achieve. 
NAJC's New Amendments Achieve Uniform Licensing and National Enfonement 

The NAIC has clearly heard the demands in Congress and industry for more uni- 
formity and efficiency in State insurance supervision. Since NAIC has promoted 
these same objectives for many years with incomplete success, we now beUeve it is 
appropriate to ask Congress for new amendmento to HR 10 that will use Federal 
law to let State regulators get the job done. With these tools, we can overcome the 
obstacles that have hindered our progress. 

The primary benefit of adding these amendments to HR 10 is to achieve the goals 
of uniform regulatory procedures and national enforcement quickly by usin^ tl» ex- 
isting system of State regulation. The extra coats and delays of establishing a 
NAkAB organization could thus be avoided, while also preserving the legal certain^ 
of licensing and enforcement under State and Federal law, 

Bankii^ and insurer groups advocating broad preemption of State law in HR 10 
say that uniformity and efficiency are major reasons to justify such radical action. 
However, the NAIC's amendments will achieve the same goals without gutting basic 
State consumer protection powers. 

We propose that the Commerce Committee adopt specific amendments to direct 
and authorize State insurance departroents and the NAIC to accomplish the follow- 
ing goals— 

1. Establish a streamlined and uniform non-resident agent licensing process. 

2. Remove State taw barriers to non-resident licensing, including couoter-signature 

requirements, by a certain date. 

3. Establish a streunlined, uniform, and expedited process for insurance company 

admissions. 

4. Authorize the use of social security numbers for licensing purposes, for the pro- 

ducer database, and for use by the Insurance Regulatory Information Network 
(IRIN). 

5. Grant exemptions from the Fair Credit Reporting Act for IRIN, the NAIC, and 

State insurance departments regarding regulatory licensing activities and relat- 
ed databases. 

6. Provide State insurance regulators and NAIC with access to the national criminal 

history database (NCIC) for regulatory purposes and for checking criminal his- 
tories as required by the Federal Insurance Fraud Prevention Act 

7. Grant Federal immunity from liability for NAIC and IRIN database activities. 

8. Protect the con&dentialil^ of regulatory communications between among NAIC, 

State regulators, and Federal agencies. 

9. Facilitate the use of regulatory databases, including digital signatures, acceptance 

of credit cards, and electronic funds transfers. 

10. Grant immunity for insurance companies that report agent terminations for 



Conclusion— Congress Must Make a Choice to Protect Insurance Consumers 

HR 10 is now at a crossroads. If Congress adopts the NAIC's consumer protection 
and uniform licensing and enforcement amendments, the bill can proceed with con- 
fidence that insurance policyholders and claimants will remain fairly protected by 
IJie States. If Congress fails to adopt these amendments, the critical mterests of in- 
surance consumers and State governments will be sacrificed. There must be no mis- 
understanding about what is at stake, and no illusion by anyone that insurance con- 
sumers will somehow be protected if State regulators sre removed from the process. 
There is one last fact tnat Con^fress should consider. In 1997, insurance products 
generated 3.2 million consumer mquiries and 392,000 actual complaints made to 
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State iwulatora. If Congress takes away our powers to handle these complaints, we 
will be rarced to turn consumers away. Who in the Federal government will take 
care of tiiem? 

State insurance regulators and the NAIC want to continue keeping unsound or 
rogue insurance operations from damaging consumers, banks, and insurance compa- 
nies. Doing that job will also protect Federal and State governments &om unneces- 
sai; Bnatifiiil ^cpoBures caused by weak and insolvent institutions. We ask the 
Commerce Committee to help us help consumers by fixing HR 10 in order to pre- 
serve the authori^ States need to get the job done. 

Attachment I 

NAlCS CONSUMER PROTECTION AMENDMENTS TO HR 10 



Startatg on page 37, delete Ike entire subsection, and replace with the following: 

(1) In General. — Except as provided in paragraph <2), no State may, by statute, reg- 

ulation, order, interpretation, or other action, prevent or restrict the affiliations 
authorized or permitted by this Act and the amendments made by this Act 

(2) Insurance. — With respect to afGliations between insured depository institutions, 

or any subsidiary or affiliate thereof, and persons or entities engaged in the 
business of insurance, paragraph (1) does not prohibit any State from collecting, 
reviewing, and taking actions on applications required by the State and other 
documents or reports the State deems necessary concerning proposed acquist- 
t^ns of control or the change or continuation of control of any entity en^ged 
in the business of insurance and domiciled in that State, if the State actions 
do not violate the nondiscrimination re<iuirements of subsection (c). 

Anaiysit: 

• Hus language enables the States to enforce their insurance holding company acts, 
provided such acts do not discriminate against banks. It is critical that the 
States retain this authority because no one else will review these affihations for 
the purpose of protecting insurance consumers. Note that the Federal Reserve 
retains the authority to review alt bank affiliations with bank holding compa- 



In General. — 

Delete the following phrase from subsection 104(b)(l}, page 44, lines 12 and 13: 
'as provided in paragraph (3) and except". 

On page 44, line 17, delete 'Vestrict' and insert "significantly interfere with the abil- 
ity oT. 

At the end of subsection (b)(1), on page 44, line 22, insert the ft>llowing: 

'Srtiere the State action discriminates against an insured depository institution 
or wholesale financial institution based on its status as an insured depositoi^ 
institution or wholesale financial institution, ar^ subsidiary or affiliate thereof, 
or any person or entity based on its status of affiliation wiUi an insured deposi- 
tory institution, contrary to the nondiscrimination requirements of subsection 
(c).' 

<3) Inrarance Activities Other than Sales.— 

DeleU subsection 104(bX3) in its entirety, page 55, lines 3-22. 

Analysis: 

• These changes do not impact the Section 104(bX2) Sales language in any way. 

• These changes are necessary to enable the States to regulate the non-^es insur- 

ance activities of banks, bank affiliates and bank subsidiaries, provided such 
State action does not discriminate against banks. This change is necessary to 
preserve State authority to regulate non-sales insurance activities in which 
banks are ourentiy engaged, such as credit-related activities. 
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(2) Insurance Sales.— 

Delete subsection 104(bX2)<C)<i) OCC Deference in its entirety, pa& 53, lines 20-25 
and page 54, lines 1-3. 

Benumber subparagraph (ii) on page 54, line 4, as subparagraph (i). 

Benumber subparagraph (iii) on page 54, line 13, as subparagraph (ii). 

Renumber subparagraph (io) on page 54, tine 21, as subparagraph (id). 

Analysis: 

• This change is needed to ensure that equal deference is accorded to State insur- 
ance regulators regarding the interpretation of all State sales laws. 



In subparagraph (c), on page 58, line 4, insert 'affiliations or" after Insurance'. 

In subparagraph (c)(1), on page 58, line 12, insert "based on their insured status" 

after "thereof. 
Delete subparagraph 104(c)(2), page 58, lines 17-25. 
Renumber subparagraph (3) on page 59, line I, as subparagraph (2). 
Renumber subparagraph (4) on page 59, line 6, as subparagraph (3). 
Analysis: 

• The change to subparagraph (c) is necessary to clarify that afliliationa of insured 

depository institutions authorized under the act are subject to the dod- 
discrimination requirements of this subsection. 

• The change to subparagraph (cXl) is necessary to clarify that laws that difieren- 

tiate by their terms between insured depository institutions and other entities 
are impermissible only if the differentiation is based upon the insured status 
of those institutions, 

■ Deletion of subparagraph (c)(2) is necessary to remove the effects test, which 

would make it impossible to make or enforce insurance laws and regulations. 
A law or regulation will always impact entities differently for reasons that are 
wholly unrelated to whether the entities in question are banks. 

• These changes leave in the bill strong requirements ensuring that States cannot 

discriminate against banks. 

6. Section 104. Operation of State Law. 

(d) Limitation.— 

On page 59, line 13, insert 'Xi)' after the word "affect" and before the word the'. 

On page 59, line 19, insert the following at the end of the paragraph: 

; and (ii) State laws, regulations, orders, interpretations, or other actions of gen- 
eral applicability relating to the governance of corporations, partnerships, um- 
ited liability companies, or other business associations incorporated or formed 
under the laws of that State or domiciled in that State, or the applicability of 
the antitrust laws of any State or any State law that is similar to the antitnut 
laws if such laws, r^ulations, interpretations, orders, or other actions are not 
inconsistent with the purposes of this Act to authorize or pennit certain affili- 
ations and to remove barriers to such affiliations. 

Analysis: 

■ This language was ori^ally in subparagraph (a). This change is necessary so 

that this subparagraph, which preserves State corporate laws of general appli- 
cahihty and State antitrust laws, modifies both subsection (a) Affiliations and 
subsection (h) Activities. 

• The language has been changed slightly to conform to Senator Gramm's Financial 

Services Modernization Act. By tJiese changes, the language of subsection (d) is 
made identical to Senator Gramm's Finandal Services Modernisation Act 
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C Section 1 1 1^— «tnM»H«ilwy Financial Holding Company Sapervislon. 

Page 76, line 11, defde In compliance with applicable" and insert 'Subject to". 
Aiwlyw: 

• "Hiis technical chai^ is needed to ensure that the States retain authoritv to en- 

force their capital requirements. As the provision is currently written, tlie Fed- 
eral RasK^« would be able to step in as soon as a company falls out of compli- 
ance with applicable capital requirements, but before the State has had an op- 
portunit; to enforce its applicable laws and regulations with respect to such 
capital requirements. 

7. Section 1X4.— functional Regulation. 

Page 128, Une 14, delete "heaity'.Page 129, line 3, delete "Agency" from the heading 
of subparagraph (b). 

Page 129, Unea 3-4, delete Insurance agency or brokerage that is a subsidiary of 
an insured depontory institution" and insert Insured depositor; institution 
subsidiary that is engaged in insurance activities*. 

Page 129, line 7, ddete Insurance agency or brokerage" and insert "entity engaged 
in insurance activities''. 

Analyst*: 

• These changes are necessary to ensure that all insurance activities of bank oper- 

adng subaidianes are functionaUy regulated. 

■ As the bill is currently written, this provision is limited to insurance agency and 

bndcerage activitiea. These changes are necessary because HR 10 permits bank 
opontUig sulwidiaries to engage in credit-related activities as well as agent/ 
broker activitiea. Such activities should be functionally regulated. 

■ By this changa, the provisions of HR 10 that apply to insurance affiliates of bank 

noiding companies (including, for example, report, examination and capital re- 
quirements) also apply to bank operating subsidiaries that are engaged in in- 
surance activities. 

8l Section 303.^FnnctlonnI Rcsolation ot Insurance. 

Page 332, Une 11, deleU 'sales'. 

Analysis: 

• This t«-)'"i'-''l change is needed to ensure that the bill clearly provides that all 

insurance activities are functionaUy regulated by the States. 

• This change makes this provision identical to the langua^ in the Bryan amend- 

ment to Senator Gramm's Financial Services Mooemization Act, which was 
ad<4)ted by the Senate Committee on Banking, Housing, and Urban Affairs on 
March 4, 1999. 

Attachment U 



1) Eatabllab a streamlined and uniform non-resident agent licensing proc- 

OM. 

The objective of this amendment is a uniform non-resident agent licensing proc- 
ess, but not a single licensing decision. States would use a common form, which 
could be submitted electronicaUy and distributed to those states where the applicant 
wants to be licensed. However, each state would retain the ability and discretion 
to decide whether to license or not license an agent, based upon uniform procedures. 
Uniform procedures would be developed by the states collectively through the NAIC. 
Standards would focus on consumer protection. 

S) Bemore state law barriers to non-resident licensing, including counter- 
signature requirements, by a specific date. 

Federal preemption of counter signature laws has been in and out of the HR 10 
disrassions. Many states have repealed these laws over the last few years. Only 8 
or 9 states still retain these requirements. 

S) Eatabllab a streamlined, uniform, and expedited process for Insurance 
company admissions. 

Similar to non-resident agent licensing, there would be a uniform process for in- 
surance company admisaiDns, but not a single licensing point. States would retain 
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the ability and discretion to decide whether or not to admit a company, based upoo 

uniform procedures. The states themselves would collectivety establish unifonn pro- 
cedures through the NAIC. Applications could be submitted electromcally to a single 
point for distribution to states where licensure is requested. 

4) Authorize the use of social security numbers for licensing purposes, for 

tite producer data base, and for use by IRIN. 
The use of social security numbers (SSN's) is restricted under the Federal Privacy 
Act of 1974. Most states have found ways to supply social security numbers for the 
producer data base, but a few states still have significant problems. Use of SSN's 
is the minimum element needed for properly identifying aganta. A specific clarifica- 
tion in federal law would resolve any problems relating to use otSSlfs {or insurance 
regulatory purposes. 

5) Exemptions trom the Fair Credit Reporting Act for IRIN, tlie NAIC, and 

state insurance departments regarding regulatory licensing activities 
and related datal>aseB. 

Recent amendments to the Fair Credit Act extended its provisions to databases 
not typically a part of the credit rating process. These amendments apply to data- 
bases used for both credit rating and employment purposes, E^ansive interpreta- 
tions by the Fair Trade Commission have extended the Act even to aituationB in- 
volving administrative licensing. The Act. if it were determined to apply to DUN, 
would impose extensive notice and appeal requirements, just as if DUN were a cred- 
it bureau. The solution to these problems is simple — state insurance regulatoiy ac- 
tivities should be specifically exempted fixim the Act, 

6} Nationwide access for insurance regulators to the national criminal bl» 
tory database (NCIC) for regulatory purposes-, and use of OtlN/NAIC to 
access the database so that Insurance companies can obtain criminal 
histories in order to meet their responsibilities under tlie Insurance 
Fraud Prevention Act, 

State licensing, fraud, and enforcement staS'have long sought access to the crinii- 
nal history databases maintained by the FBI (usually referred to as NCIC access). 
The Department of Justice supplies criminal history information to the AmericaB 
Bankers Association so banks can run checks on employees, and also supplies Uk 
information to the securities and commodities trading industries. However, the Jus- 
tice Department has not been willing to extend such authority to state insurance 
regulators, despite years of discussions. 

Only a few states are currently able to access NCIC. In the remainder, enfmre- 
ment personnel have no practical way to check the possible criminal background of 
an individual, even when they suspect a serious violation of law. 

Under the Federal Insurance Fraud Prevention Act (18 USC 1033), a person with 
a felony conviction involving dishonesty or breach of trust is barred from tlie busi- 
ness of insurance unless they have a specific exemption from a state insurance rtga- 
lator. Insurance companies also have a duty not to employ convicted felons, but 
there is no reasonable means for them to check the criminal records of job appli- 
cants and employees. 

Statistics from the few states which are able to run criminal history checks show 
that between 10 and 15 percent of agent applicants conceal criminal convictions on 
their applications. Giving authority to the NAIC to obtain criminal recorda clwcka 
would provide a mechanism for regulators and insurance companies to comply with 
their legal obligations. The industry generally, as well as the TRIN Board, su[^M)rt 
this goal. 
7) Immuni ty for IHIN/NAIC In database related activities. 

The major regulatory databases for insurance, including the fmandal solvency 
database, the disciplinary actions listings (RIRS), the Special Activities Database, 
and the Complaint Data System, are all maintained by the NAIC. Key licensing 
data is supplied by the states to the producer database, which is part of IRIN. 

Although NAIC and IRIN act on behalf of State governmental entities, they have 
no direct tort immunity from suit. This exposes IRIN and NAIC to potential legal 
actions. A number of states do grant imm uni ty to the NAIC , but this does not cover 
all potential suits; a plaintiff could simply file in a different state. Federal immunity 
would help protect NAIC assets, and permit NAIC and IRIN funds to be spent for 
their intended purposes, not on lawsuits. Immunity would extend to the NAIC as 
an entity, as well as its members, officers, and employees. 
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8) Confidentlalltr protectionB for confidential regulatory communicatloiu 
with Federal agencies. 

Federal law should deariy state that cooGdential mformatioo can be exchanged 
between state insuraiice r^ulators and Federal agencies. Such protectioiis may also 
extend to communications with international regulators. 

S) Heamuea to facilitate regulatory database uses. Including digital slena- 
ton and acceptance of credit cards or other electronic mnds transfers. 

Implementation of efficient electronic processing faces many hurdles, including 
TaiiouB state requirements on how pa3'meDts can be made, and what form of signa- 
tures will be ace^ted. Many of these requirements are in state laws or regulations 
oirt^e the oontrd of the insurance departments. 

In some states, for example, no payments via credit caids can be made. Some re- 
quire paym^it with each transaction, even if there are multiple transactions per 
day with one enti^. Other states will bill periodically. Technology exists to use both 
electronic funds transfers and digital signatures, which would make many trans- 
actions more feasible and cost-eflective. 

10) Inuntmity for Insurance companies that report agent terminations for 
cause, to ensure that more complete data is reported. 

Insurers have long sou^t this immunity, and regulators support the idea because 
it means eaiiier identification of problem agents. Companies simply will not report 
tenninationB for cause without stroog immunity, because an agent may sue them 
fi>r defamation. There could be a process where agents reported by insurers are noti- 
fied, so that they could contest a company's claim for database purposes. 
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Mr. OXLEY. We now turn to our distinguished Chairman of the 
Securities and Exchatnge Commission, Arthur Levitt, Wel<»me. 

STATEMENT OF HON. ARTHUR LEVnT 

Mr, Levitt. Chainnan Oxley, Congressman Towns, members of 
the subcommittee, I appreciate the opportunity to testify today re- 
garding H.R. 10. Let me begin, Mr. Chairman, by saying that I look 
forward to continuing to work closely with you and the rest of the 
subcommittee to ensure that any financial modernization bill is in 
the best interests of the Nation s investors and protects the int^- 
rity of our dynamic securities markets. 

The Commission has long supported the goal of modernizing the 
laws that govern our financial services industry. For this reason, 
the SEC worked closely during the last Congress with the conunit- 
tee to help craft legislation that would modernize the legal struc- 
ture for financial services, while at the same time preserving prin- 
ciples that are fundamental to oversight — effective oversight— of 
U.S. securities markets. 

After very difficult and trying negotiations, and compromise on 
all sides, the Commission was able to lend some support to the ver- 
sion of H.R. 10 that was passed by the full House in May 1998. Al- 
though the House-passed version was not perfect fi^m our perspec- 
tive, it did appear to recognize the fundamental importance of in- 
vestor protection as banks and securities firms move toward great- 
er closer affiliations. 

However, subsequent negotiations substantizilly diluted the secu- 
rities provisions contained within H.R, 10 suid eroded the basic 
principles that the Commission believes are absolutely critical to 
maintaining securities markets that are strong, vibrant, and 
healthy. Accordingly, the Commission strongly opposes the version 
of H.R. 10 that is now before you. I would note for the record that 
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we similarly oppose Senate Bill 900 which is currently being con- 
sidered. 

H.R. 10 as it st£ind8 now simply contains too many loopholes. 
While everyone is talking about preserving so-called functiotud reg- 
ulation, functional regulation is made a mockery of by this pro- 
posal. Too many products are exempted from securities regulal^on. 
The scope of these loopholes, which are ambiguously drafted, cre- 
ates even greater problems and uncertainties in the future. 

For example, under H.R. 10, two investors, one in a bank and 
one in a broker2ige firm, could buy the exact same security but re- 
ceive two very different levels of protection. The bank investor 
would not be protected by the SEC's failure to supervise doctrine, 
securities licensing procedures; securities arbitration remedies; 
and, perhaps most importantly, the Commission's extrem^ effec- 
tive enforcement program. The brokerage industry would. Tiie bro- 
kerage investor would. 

The bank investor might or might not be able to make claims 
against the bank for unsuitable investments. The brokeretge inves- 
tor would. The bank investor would probably not even know this 
state of affairs existed. At best, this is inconsistent. At worse, and 
I think a lot more likely, this is down right dangerous. 

By repealing Glass-Steagell, while largely maintaining the bank's 
exemptions from Federal securities laws, H.R. 10 would expand the 
flaw^ system of bifurcated regulation that currently exists. The 
bank exemptions were in peirt premised on the very existence of 
tbe saf^uards that Glaas-Steagell had erected between commercial 
and investment banking. We should not contemplate removing that 
separation of activity without also removing outdated exceptions. 

I have believed for a long, long time that if betnks were to gain 
full access to the securities industry, they must also be prepared 
to Eissume the great responsibilities that come with that privilege. 
Working within a regulatory framework painstaldngly developed 
over 65 years, the securities industry and the SEC have instilled 
nothing less than a culture, a culture that places the interests of 
investors above all others. 

Banking regulation is not and cannot be a substitute for sound 
securities regulation. I don't have to tell you that our markets con- 
thiue to be the envy of the world. We have moved from a Nation 
of savers to a Nation of investors. American families today put 
more of their savings in mutual funds than in insured bank ac- 
counts. 

It is crucial to ensure that we have a framework that maintains 
the strength, discipline, and vitality of our securities markets. That 
firamework must allow the Commission, as the Nation's primary se- 
curities regulator, to continue to fulfill its mission to protect inves- 
tors and to safeguard our market's integrity. 

The purpose of my testimony is not really to comment on each 
and every one of the provisions of H.R. 10. I probably couldn't do 
that if I wanted to. Our written testimony contains much greater 
detail regardii^ those parts of the bill that the Commission finds 
most troublesome. However, overall, the Commission has come to 
the conclusion that H.R. 10 runs the risk of dramatically under- 
mining investor protection as well £is the integrity of our capital 
markets. 
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I believe that America's investors deserve a sin^e higb standard 
of protection. The current version of H.R. 10, however, simply fails 
to meet that critical standard. In addition, I share the financial 
services industry's call for a need to rationalize a system that tends 
to favor banking entities over brokerages. Again, I believe this bill 
fails to meet that basic threshold of fairness. 

There are more investors in our markets today than ever before. 
Every day they choose from an increasingly wider array of both 
products and providers, but they should not have to give up basic 
safeguards in the process. 

I urge the subcommittee to work toward a regulatory framework 
that really fits today's marketplace without compromising our Na- 
tion's historic commitment to protecting investors and preserving 
market integrity. The Commission would look forward to woi^ing 
closely with the Commerce Committee to help craft legislation that 
would bring about these important goals. Thank you. 

[The prepared statement of Arthur Levitt follows:] 



Chairman Oxley, Congresaman Towiib, and Members of the Subcommittee: I ap- 
preciate the opportunity to testify on behalf of the Securities and E^schange Commis- 
sion ("SEC" or "Commission") regarding H.R. 10. 1 am pleased to appear before this 
Subcommittee again to present the Commission's views on the important issue of 
modernizing the nation's financial services industries. We look forward to working 
closely again with this Subcommittee and with the full Commerce Committee to en- 
sure that the best into^sts of the nation's investors and the intesri^ of our securi- 
tiea maikets are protected. 

1. OVERVIEW 

The Commission has long supported the primary goal of H.R. 10 — modemiiing 
the legal framework governing fiiuncial services. 

For this reason, the Commission and its staff woriced closely during the last. Con- 
gress with the Commerce Committee to help craft legislation that wmild modernise 
the legal structure for financial services while at the same time preserving prin- 
ciples that are fundamental to effective oversight of the U.S. securities mai^ets. Our 
securities markets today are strong, vibrant, and healthy. They are relied on by 
both individual investors, who are increasingly putting their savings in stocks, 
bonds, and mutual funds, > and by American businesses that need to raise cutitaL^ 
The success of our securities markets is based on the high level of public oonflMnce 
inspired by a strong system of investor protection, and on the entrepreneuiial and 
innovative efforts of securities firms. As the nation's primary securities r^ulafaw, 
it is critical that the Commission be able to continue to fulfill its mandate M inves- 
tor protection and to safeguard the int^rity, fairness, transparency, and liquidify 
of IJ.S. securities markets. 

Although the Commission had reservations, it supported the version of H.R. 10 
that was passed by the full House of Representatives in May 1996. However, I must 
firmly atat« that subsequent negotiations substantially eroded the basic prindples 
that the Commission beUeves are critical to maintaining securitieB markets that are 
strong, vibrant, and healthy. This critical erosion of basic principles is continued in 
the version of H.R, 10 now before you. The Commission, therefore, is stavn^y op- 
posed to the version of H.R. 10 that the House Banking Committee rep«xted and 
that the Commerce Committee is now considering. 

As the Commission has testified before, its support of a financial modernization 
bill was contingent on maintaining the "delicate balance inherent in [the Houae- 



<As of December 199B. mutual fund assets totaled $5.5 trillion. Investment Ccnqjany Insti- 
tnte, TrentU in Mutual Fund Investing: Decembtr 1998 (Jan. 28, 1999). 

>Id 1998, businesses raised a record SlS trillioa from investors, Sl.31 trillion in 1991, and 
$967 billion in 1996. (The»e Bsures include firm commitment public offerings and private place- 
ments and do not include best efforts miderwritingB.) Securities Data CorporatioD. 
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passed versioii of] H.R. 10."' Unfortunately, the version of H.R. 10 currently before 
the Commerce Committee no longer represents that balance. H.R. 10 now creates 
too many kx^holes in securities regulation — too many products are carved out, and 
too iii(u^ acdvities are exempted. These loopholes would prevent the Commission 
frnn ^ectively monitcmng and protecting U.S. markete and investors. Moreover, 
th« aciwe of those loopholes, which are amoiguouslv draf^d, may create even great- 
er probloiis and uncertainties in the ftiture. The Commiasion cannot ensiu* the in- 
tent? of U.S. markete if it is only able to supervise a portion of the participants 
in those markets. Neither can it ensure fair and oiderly markets if market partici- 
pants c^ierate by different sets of rules and investors receive difTerent levels of pro- 

Althou^ the Commission has a long list of concerns with the bill in its current 
£mn, we would like to limit ourselves at this times to pointing out a number of pro- 
visions oontaiiKd in the House Banking Committee bill that are particularly trou- 
Uesome tor Qie C<»iunission. These sections would severely impact the ability of the 
Cammission to protect investors and the integrity of our markets. As discussed more 
Allly in the ^jtendtz to this testimony, the Commission is particularly concerned 
^Mut issues that arise under the following sections of the bill: 

■ New/Hybrid Products — The current provision would permit any bank to auto- 
msticaiDy stay Commission action {potentially for years) if the Commission de- 
terinined, through rulemaking, that a new product was a security and war- 



drafted that it could include nearly all securities activities, including securities- 
based doivatives. It would also permit sales to any ^e of investor, regardless 
of the investor's financial sophistication, without securities sales practice regu- 
Ution. 
• TVusf Activities — While the Commission recognizes the importance of traditional 
bank bust activities, the current provision is so broadly drafted that bank trust 
departments could take a "salesman's stake" in securides transactions without 



tMSS. The current provision, however, would allow all but the verv largest banks 
to cmiduct this business — which is a vetv sigmScant portion of the securities 
1 — L — '-■■■e of the Exchange Act regulatory scheme. 



Perbapa it would be usefiil at uiis time to step back and outline the broader 
paints the CtMiuiusrion feels should be addressed by any financial modernization 
nU. It is crudal that there be consistent regulation of securities activities ei^aged 



_D by all type* of entities. The Commission n „ 

■utnMity oTO' the U.S. securities markete and continue to determine how securities 
activities are d^ned. Our markets are vibrant because they are fair, and because 
invratoca re^ on the protections that are ofiered them under federal securities laws. 
With that goal in mind, the Commission would like to work with the Commerce 
Coounitlee and the Congress to include the following critical safeguards in any fi- 
'innf'fl' modenuzatiiHi legislation: 

• Mnintjin aggressive SEC policing and oversi^t of all securities activities; 

• Safeguard customers and markete by enabling the SEC to set net capital rules 

tor all MCUrities buainesseB; 

• Protect in vertors by applying the SEC sales practice rules to all securities activi- 

ties 

> Protect mutual fimd investors with uniform adviser regulations and conflict-of-in- 

tenst rules; and 

> Enhance j^obal competitiveness through broker-dealer holding companies. 
Theae objectives are not novel; they have been central themes to all of the Com- 

miasim'a testimraiy to date. The Commission is eager to work with the C 

and the Ccnnmerce Committee to again achieve an appropriate balance ii ' 
without cranprcKnising these important principles. 

n. BiWTKGIIOUND ON THE SECUIUnES ACnVTTIES OP THE BANKING INIKSTBY 

Before rtinnmnint the C<Mumission's objectives in detail, I would like to summarize 
the knr points that the Commission has consistently raised in considering Glass- 
SteagaU itfam. 



t and lA^wi Afbdn rjnu 25, 1998), a 
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The Conunisaion has been the nation's primary securities regulator for 66 yean. 
As such, it is the most experienced and best equipped to regulate securities activi- 
ties, regardless of who conducts those at^vities. The Commission's statutray man- 
date focuses on investor protection, the maintenance of fair and orderi^ maifcets, 
and fiill disclosure. Moreover, securities regulation encourages innovation on the 
part of securities firms, subject to securities capital requirements that are tailtved 
to support risk-taking activities. SignificanUy, securities regulation — unlike banking 
relation — does not protect broker-dealers from failure. It relies on mai^et dis- 
cipltaie, rather than a federal safety net, with an additional capital cushion and cus- 
tomer segregation requirements to insulate customers and Uie mai^ets from the 
losses of DrMEer-dealer iirms. Moreover, protection of customer funds has been fiir- 
ther assured by the Securities Investor Protection Corporation ("SIPC").* 

liie Commerce Committee is well aware of the many securities activities in which 
the banking industry now engages. While these market developments have provided 
banks with greater Qexibility and new areas for innovation, they have also left U.S. 
markets and investors potentially at risk. Because banks continue to have a blanket 
exemption from most federal securities laws, their securities activities have been 
governed in a hodge-podge manner by banking statutes and regulations that have 
not kept pace with market practices or needs for investor protection. As you know, 
banking regulation proj^eriy focuses on preserving the safety and soundness of bank- 
ing institutions and their deposits, and preventing the failure of banks. But, because 
market inte^ty and investor protection are not principal concerns of banking regu- 
lation, the Commission believes that banking regulation is not an adequate sub- 
stitute for securities regulation. 

In order for banks to be fiilly hberated fi-om the outdated Glass-Steagall Act re- 
strictions on their ability to conduct securities activities, banks must be willing to 
take on the responsibility for full compliance with U.S. securities laws, with wUch 
all other securities market participant must comply. In terms of sound public pol- 
icy. Congress should impose such full responsibility on banks. 

in. COMMISSION OBJECTIVES FOR FINANCIAL MODERNIZATION 

I will now turn to a more detailed discussion of the fundamental securities prin- 
ciples that the Commission believes are necessary elements of a truly effective fi- 
nancial modernization bill. 
A. Aggressive SEC Policing and Oversight of All Securities Activities 

Public confidence in our securities markets hinges on their integrity. As the Su- 
preme Court recenUy stated; "an animating purpose of the Exchange Act., .[is] to 
insure honest securities markets and thereby promote investor confidence." > The 
Commission has an active enforcement division, whose first priority is to investigate 
and prosecute securities fraud. The banking regulators, on the ouier hand, are re- 
quired to focus their efforts on protecting the safety and soundness of baiiks, not 
considering the interests of defrauded investors. As a former Commission Chairman 
said in recent Congressional testimony, detecting seciuities fi^ud is a fiill-time job, 
and it is a far cry &om formulating monetary pohcy.^ 

To continue its effective poUdng and oversight of the markets, the Commissimi 
must be able to monitor all securities activities through regular examinations and 
inspections, which includes access to all books and records involving securities ac- 
tivities. This is currenUy not the case. For example, during recent examinations of 
bank mutual funds. Commission examiners have had difficulty gaining access to key 
documents concerning the securities advisory activities of banks.^ The Gommission 



*SIPC ii a naii-pn>fit membenhip corporation created by the Securities Investor Protection 
Act of 1970. SIPC membership is required of nearly all registered broker-dealera, and SIPC i« 
Amded by annual asBesunents an iu members. If a brok«T-ileal«T were to fail and have insufR- 
cieot aaseU to satiBfy the claims of its customers, SIPC funds would be used to pay the tsuker- 
dealer's customers (up to $100,000 in cash, and $500,000 in total claims, per customer). 

> UnUed Scales u. (THaga/t, 521 U.S. 642, 117 S.Ct. 2199, 2210 11997). 

'■See Testimony of Richard C. Breeden, President, Richard C. Breeden A Co., Befbie the 
Subcomm. on Finance and Hazardous Materials, House Comm. on Commerce (May 14, 1997X 

' The Commission and the federal bank regulatory agencies have woriied to »nh«n-» coonlilia- 
tion of their examination and inspection programs. See Testimony of Lori Richards, Director. 
Office of Compliance Inspections and Eiaminalions, U.S. Securities and Exchange Conunianoa, 
Concerning the Securities and Exchange Commission's Examination Oversi^t of Securities 
Firms Aifiliated with Banks, Before the Subcomm. on Financial Institutions and Caas«mier 
Credit, House Corom. on Banking and Finandel Services (Oct 8, 1997). Despite then initia. 
tives, however, the Commission continues to have difliculty obtaining access to all q^>ti[siate 
bo^ and reccmls. 
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B. SEC Financial Reaponsibility Rules for Ml Securities Businesses 

Securities positions can be hiehly volatile. The CommisBion's capital requiremeaU 
recognize this foct and are, with respect to protection from market risk, more rigor- 
ous than those imposed l^ back regulators. Market eitposures and volatility are 
risks that the net capital rule was designed to address, unlike bank capital reauire- 
ments, which focus more on credit exposure. Thus, the Commission's net capital rule 
better protects the liquidity of any entity engaging in ofl«n volatile securities trans- 
actions. 

In addition to promoting firm liquidity, the Commission's net capital rul« is a crit- 
ical tool to protect investors and securities markets because the Commission also 
uses the net capital rule to address abusive or problematic practices in the market. 
For example, with respect to penny stock market makers, the Commission can limit' 
their activity by raising capital requirements for market-making activities. In addi- 
tion, the Commiaaion can expand on the margin rules with respect to particularly 
risky stocks by increasing capital charges. Finally, the net capital rule's 100-percent 
capital charge for iUiquld securities serves to constrain the market for securities 
that have no liquidity or transparency. Without the ability to uniformly appl^ its 
net capital rule, the Commission's ability to oversee and influence U.S. securities 
markets is severely inhibited. 

In addition to detailed net capital requirements that require broker-dealers to set 
aside additional capital for their securities positions, the Commission's customer 
segregation rule prohibits the commingling of customer assets with firm assets, 
liius, customer funds and securities are segregated Irom firm assets and are well- 
inatdated from any potential losses that may occur due to a broker-dealer's propri- 
etary activities. Furthermore, federal securities law, unlike federal banking law, re- 
quires intermediaries to maintain a detailed stock record that tracks the location 
and status of any securities held on behalf of customers. For example, broker-deal- 
ers must "dose for inventoty every quarter and count and verify the location of all 
securities positions. Because banks are not subject to such exphcit requirements, the 
interests of customers in their securities positions may not be fully protected. 

Because the Commission's financial responsibility requirements are so effective at 
insulating customers from the risk-taking activities ot broker-dealers, the back-up 
protection provided by SIPC is seldomly used. Although there have been broker- 
dealer failures, there have been no significant draws on SIPC, and there have been 
DO draws on public funds. In fact, because of the few number of draws on SIPC 
Ajnds, SIPC has been able to satisfy the claims of broker-dealer customers solely 
from its interest earning and has never had to use its member firm assessments 
to protect customers. This is in sharp contrast to the many, often extensive, draws 
on the bank insurance funds to protect depositors in failed banks. 

We must continue to protect our markets from systemic risk by ensuring that 
there is enough capital to support the market risk that is inherent in securities 
transactions. In addition, we must ensure that customer funds and securities are 
fully protected by enforceable requirements to s^regate customer assets &om firm 
assets. To satisfy its quest for effective financial modernization. Congress should 
permit the Commission to set financial responsibiliW requirements for all securities 
activities, in order to better protect investors and U.S. markets. 

C. SEC Saiea Practice Rules Applied to All Securities Activities 

All investors deserve the same protections regardless of where they choose to pur- 
chase their securities. Unfortunately, gaps in the current bifurcated regulatory 
scheme leave investors at risk. For example, broker-dealers are sutgect to a numbco' 
of key enforceable requirements to which banks are not, including requirements to: 

• recommend only suitable investments; 

• arbitrate disputes with customers; 

• ensure that only fully licensed and Qualified personnel sell securities to customers; 

• disclose to investors, through the NASD, the disciplinary history of employees; 

• adequately supervise all employees.* 



loteragency Stalement on Retail Sales of Nondeposit Investment Products" IFeb. 15, 1994). 
llieBe guidelines are advisory and therefore not legally binding, and they may not be legally 
enforceable by bank r^^ulators. 
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Investors are generally not aware of these gaps in regulation and the risks that 
such gaps create. 

In addition, federal banking statutes do not provide customers a private right of 
action for meritorious claims, and banking regulators do not routinely fiiUy disclose 
the details of any and all enforcement and disciplinary actions against baiuu to put 
customers on al^. Although some customer protections have been su^ested by the 
bank regulators, they are less comprehensive than the federal securities laws and 
serve to perpetuate the disparities between the bank and securities regulatory 
schemes.' 

Some have suggested a system of parallel securities regulation by the baRkiDg 
regulators. However, the Commission notes that the 12(i) model for regulation of 



Act,'° banking r^ulators are required to adopt rules "substantially similar" h. 

Commission's rules within 60 days after the Commission's publication of its final 
rules. Notably, one commentator has stated that 'filial action oy the [banking] regu- 
lators in promulrating 'substantially similar' 1934 Act rules nas been delayed in 
some cases over nve years alter pertinent SEC amendments have been issued."" 

In addition, the 12(i) mod< ' ' ' ~ 

ii^ different protectitms fi 
ment efforts. 

I would like to briefly discuss two recent Commission enforcement actions that 
highlight the need for more universal application of strict sales practices rules to 
all entities engaged in securities activities. 

In the first case, the Commission is alleging that the portfolio manager of two 
money market mutual funds sponsored by a bank (i) caused the funds to purchase 
volatile derivative instruments, (ii) fraudulently transferred the derivatives at in- 
flated values between the mutual fluids to some of the bank's various trust accounts 
to cover up the mutual fiinds' losses, and (iii) ultimately caused the funds to "break 
the buck. The Commission investigated and has initiated enforcement action 
against the mutual funds' portfolio manager.'^ However, because of the current 
bank exemptions from federal securities law, the Commission was unable to bring 
charges against the bank or its personnel for failing to adequately supervise the 
fund manager. Under these facts, the Commission ordinarily would have brought 
charges against any of its regulated entities for similar misconduct, and the Com- 
mission considers its ability to bring "failure to supervise" claims to be critical to 
investor protection. Securities fraud of this type — where transactions occur both in 
mutual funds and in bank trust accounts — iDustrates the need for securities regu- 
lators to have access to books and records involving all securities activities con- 
ducted by banks. 

In the second case, employees of a bank and its broker-dealer subsidiary blurred 
the distinction between the two entities and their respective products during sales 

Sresentations to customers and in mariceting materiails.'' In addition, the firokar- 
ealer's employees mischaracterized certain products as conservative investments 
when, in fact, they were highly leveraged fimds that invested in interest-rate- sen- 
sitive derivatives. These actions resultM in customers, many of whom were elderly 
and thou^t they were purchasing investments in stable government bond funds, 
making unsuitable purchases of high-risk fiinds. The case is also evidence of how 
difficult it is to protect investors when securities regulation is split between exempt- 
ed banks and their related securities firms. When there are multiple regulators with 
different goals, the r^ulatory environment can be easily muddlec, leaving investors 

~ > Commisaion believes that the protections provided by the h^, uniform 



*H.R. 10 docH contain a prDvisiaD laection 204) that requires each bsakiag agency to adopt 
sales practice rules. These rules would oat be as eitenEive as securilies talei [oadice niles, and 
in some cases may vary from ComioiBsion rules. Moreover, section 204 states that the >«tl*Vlw 
agean rules could apply to r^^tered broker-deeler gubsidiarie* or affiliate* of banks, irtiicfi 
would create regulatory overlap and confusioo. The CommisBion strongly objects to mis ap- 
proach. 

■"ISU.S.C. 7810). 

"Michasl P. Malloy, Tlte I2(i)'td Monster: Adminiitration of the Securities Exelumge Act of 
1934 by the Federal BanM Begidatory Agencies, 19 Ho&tra L. Rev. 269, 286 (1990). 

uSee/nrteWoHerofMieJuwIP. TVafto. File No, 3-9788. Release No. 33-7617 (Dec. 10, 1998). 

"In the Matter of NatimsSecurities and NationsBank, N.A., Release No. 33-7532 (Hay 4, 
1998). 
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D. Uniform Mutual Fund Adviaer R^ulation and Conflict-of-lntenat Rule* 

Mutual fund investors should always receive the protection of the federal aecuri- 
ties laws. Accordingly, all parties that provide investment advice to mutual funds 
should be subject to the same oversight, including Commission inspections and ex- 
aminations. In addition, any type of entity that is affiliated with a mutual fund 
should be subject to the strict conflict-of-interest provisions of the federal securities 
laws. For these reasons, the Commission supports provisions that would address the 
increasing involvement of banks in the mutual fund business and reduce potential 
conflicts of interest Fortunately, the House Banking Committee version of H.R. 10 
contains the same important mutual fund provisions that we supported in the 
House-passed version of H.R. 10. 

Banks that act as investment advisers currently enjoy an exemption from the reg- 
istration and other requirements of the Investment Advisers Act of 1940. As a re- 
sult, bank investment advisers are not subject to the substantive requirements ap- 
plicable to registered investment advisers, including: (i) regulation of advertising, 
solicitation, and receipt of performance fees; (ii) establishing procedures to prevent 
misuse of non-public information; (ill) books and recotds and employee supervision 
requirements; (iv) the general anti-fraud provisions; and <v) statutory disqualifica- 
tion from peribrming certain services for a mutual fund if the adviser violates the 
law. All but (v). which came to our attention in a recent matter, are already in- 
duded in the bill before the Commerce Committee. 

In addition, as banks increasingly advise mutual fimds, the Commission growa 
more concerned that its examiners do not have ready access to information r^ard- 
ing btmk advisory activities that could affect bank-advised mutual funds. Sudi ac- 
cess is necessary in order to detect front-running, abusive trading by portfolio man- 
agers, and conflicts of interest (involving, for example, soft-dollar arrangements; al- 
location of orders, and personal securities transactions by fiind managers). As part 
of its review for conflicts of interest with respect to a bank mutual nmd adviser's 
activities. Commission examiners must be able to compare trading activity in a mu- 
tual fund portfolio to that in the bank's trust accounts. As discussed above, the 
Commission has had diflicult^ obtaining full access to all relevant information when 
reviewing the securities activities of banks that advise mutual funds." The Commis- 
^on mu^ be able to review records relating to all securities activities relating to 
mutual fund advisers, just as it does for all other non-bank fund advisers. 

The Commission is also concerned about the unique conflicts of interest resulting 
from intnreased bank involvement in the mutual fund business. Currently, the In- 
vestment Company Act of 1940 places restrictions on certain transactions between 
investment companies and their afBliates. These restrictions were craflied, however, 

at a time when Congress could not havr ---^----'--' ■■-- -■ •^- -•<- ■>-- 

scope of bank securities activities. Specifi 
conuicts of interest that may arise from: 

• bank lending to affiliated mutual funds, possibly on unfavorable terms, to the det- 

riment of mod investors; 
■ bank holding company personnel serving on the boards of directors of affiliated 
mutual funds; 

• personnel of an entity that lends to, or distributes Bhat«a of, a mutual fiind also 

serving on the fimcrs board; and 

• bank tnut departments that hold shares in an affiliated mutual fiind in a trustee 

or fiduciary capacity and that have the power to vote such shares. 

L^islation that targets such conflicts of interest is necessary. Banks that lend to, 
advise, and/or sell mutual funds should be subject to rules governing conflicts of in- 
terest that arise when banks act in multiple capacities. The Commission supporta 
the provisions oTH.R. 10 that address these confhcts of interest. 

Finally, the Commission advocates adding a new section to H.R. 10 in order to 

firotect mutual fund investors from banks that engage in misconduct. Currently, the 
nvestment Company Act statutorily disqualifies certain ^pes of entities (sudi as 
brokers, dealers, advisers, and transfer agents) and employees of such entities (in- 
cluding employees of banks) who have b^n convicted of a felony or are subject to 
a dvil ii^junction. However, the Investment Company Act does not contain a similar 
statutory disqualification tjiat would apply to a bank (the enti^ itself, as opposed 
to its employees) that had engaged in wrongdoing. In order to ensure that the pro- 
tections of the Investment Company Act extend to investors in bank-advised mutual 
funds, the statutory disqualification provisions of the Act should be amended to in- 
clude banks. 

I'Ste note 7 and accompanying text above. 
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E. Bnker-Dealer Holding Companies 

Id order to eaipand overseas, U.S. broker-dealo' firms generally must d 
to foreign r^ulators that they are sutgect to comprehenave supervision on a world- 
wide basis. Thus, the Commission sbvngly swp<nis the ability of U.S. b^>ker-deal- 



exv to voluntarily subject their aetivitiea to Commission supervistoc ... _ „ 

company basis. The Conunission'e "Sunbrella" oversight woud be based on a riA- 
supervision model that more appropriately reflects the predominant risk-taking se- 
curities activities of the consolioated entity. Of course, any regulated subsiduries 
of a broker-dealer holding company would continue to be regulated by the appro- 
priate statutory regulator. 

The Commission believes that a supervisory framework Iot holding companies 
substantially engaged in securities aetivitiea would permit securities firms the flexi- 
biUty to innovate and keep pace with the rapid changes in today^s capital markets. 
This structure would impoee risk-based supervision, consistent with toe firm's prin- 
dpBl business, and would help protect maricet intent? by ensuring that thtte are 
no supervisory gaps. Notably, the Commerce Committee markup of H.R. 10 in Octo- 
ber 1997 also contained a provision allowing for broker-dealer holding companies 
that include a wholesale financial institution (''WFI'O but that are primarily engaged 
in the securities business. Tlie Commissitm stron^y supports these provisiims, 
which also em'oy the backing of Chairman Greenspan.!* 

IV. CONCLUSIONS 

The Commission has testified maiw times during the past decade in support of 
financial modernization.'^ However, H.R. 10 as currently drafled provide" '" ~ ''' 
yrinth of complicated, technical exemptions tnan federal securities law r 



financial modernization.'^ However, H.R. 10 as currently drafted provides tor a lab- 
yrinth of complicated, technical exemptions tnan federal securities law imilatiM) — 
the loMheles in the regulatory scheme are now larger than the scheme itself; this 



could dramatically undMmine maritet integri^. FurQiennore, as a practical matter, 
H.R. lO's securities exemptions have become so complex that it would be a "compli- 
ance nightmare" fw banks to implement and for the Commission to numittn'. 

In the debates surrounding this issue, the CommissioB's primary ooacrans have 
been the protection of the integrity of U.S. markets and those who invest in them. 



"In response to a ouestton posed to Atan Greenspan during the April 28, 1999 ti—iHnr of 
the House Commerce Subcommittee on Finance and Hazardous Materials on the subject <n fi- 
luuidsl modemizatUin, Chairmen Graanapan indicated hi* nipport fx CommissiomupOTvbad 

"See, e^., TestJmony of Arthur Levitt. Cbsirnum, U.S. Securitiei and Elxchanse Committee, 
Conceming Financial Hodemizatian LegislatioQ Before the Senate Comm. on Banking, Housing, 
and Urban Affain (Feb. 24, 1999); Testdmony of Harvey J. Goldsdunid, General CoimBel, US. 
Securities and Exchange Commission, Coneenung H.R. 10, llie "Financial Services Act of 1999* 



tfaur Levitt, Chairman, U.S. Securities and E 



Before the House Comm. on Banldng and ^nandat Services (Fab. 12, 1999); TeMiinatv of Ar- 

.i.......-,^ »..-. „B » .u ...,„.. ^ " -1, Cooceming H.R 10, lite "Fi- 

nannai oervicea fin « iirb, oenm me oataiK vomm. on naiikiUE, Housing, and Urban Af- 
Giin (June 26, 1998); TestiniMy «t Arthur Levitt, Chairman, U.ST Securities and Ezchanos 
Commisuon, Concerning Financial Uodemiaalion and HJL 10, the Tinandal flm 'Tl ce e Cmaraan- 
tiim Act of 1997," Befrae the Subcomm. on Finance and Hazardous Materials of the Houee 
Comm. on Commerce (July IT, 1997); TesUmniy of Arthur Levitt, Chsinnan. U.S. Securities 

ing and Finandtd Services (May 22, 1997); Tmdnumy of Arthur Levitt Chairman, U.S. Securl- 
tiea and EzdiangeCommisuon, Regarding HJL 1002, the "Financial Services Conpstitivaieas 

Conmerte, Trade uid Haurdous Materials of the House Comm. on Onnmerce (June 6, 199S); 
TMtimony of Arthur Levitt, Chairman, U.S. Securitiea and Exchange Commission, Concariiiig 
the Tinandal Services CoinpetilivenesB Act of 1995* and Related Issues, Before die Hone* 
Comm. on Bankii^ and Financial Servjeea (Mar, 15, 19QSh Testimoiw of Arthur Levitt, Chair- 
man, U.S. Securities and Exchange Commissiim, Conoeming HJL 3447 and Related Functional 
RegulatiMi Issues, Bdbre the Subcomm. on TelecommunicationB and Finance of the Houm 
Craun. Ml Energy and Commerce (Apr. 14, 1994); Testiinony of Richard C. Breeden, Chairmait, 
U.S. Securities and Ezdiange Commission, Concmning Financial Services Modernisation, BuBxm 
the Suboomm. on Tslecommunieatioiu and Finance m the House Comm. on Energy and C«n- 



on Energy and Commerce , Concimiing Financial Services Dere^lalioD and Repeal of the Olasa- 
Steagall Act lApc. 11. 1988); Testinwny of David S. Ruder, Chairman, U.S. Securities end Es- 
char^ Comoiiauan, Canceming the Structure and Regulation oF the Financial Services Indus- 
try, Before the Subcomm, on Telecommunications and Finance of the House Comm. on Energy 

and Conunerce (Oct. 5, 1987). 
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Hie ConunisBion encouragM-all involved to step back and look at the securities 
issueB arisiiiB oat of financial modernizatian and the complexity of the current rigid 
structure. We must not lose sight of basic securities- mw protectiona and goals, 
which have served to ensure that the U.S. markets are the fairest, safest, most vi- 
brant, most tran^orent, and most liquid maAets in the worid 

Ae it has stated in- its principles, the Commission believes that it may be time 
to rethink the approach to the AmctioMal regulation provisions of financial mod- 
ernization legislation. Thtj have become too complicated and ma^ not be flezibltt 
enough to deal with developments over time. Rather than an inflexible laundry list 
of oMuj^lex exceptions and loc^h^es, the Commission suggests we consider deleting 
many, if not all, of tbeexccntiMu and instead adopt exemptive rules in areas of tra- 
ditional bank securities activities, an approach tliat would pose fewer investor pro- 
tection and maritet int^rify o 

We tfaonk-you fw ofi&ing t 
I would be happy to ansvrer questions tl 



Commission Cwcerns with H.R. 10 
This appendix discusses specific provisions in the vosion of H.R 10 reported I7 
the House Banking Committee that pose some of the most serious threats to the 
CommisuoD's abili^ to protect investors and the int^rity of our markets. 
A. Broker-Dealer Aetivitiea 

1. New Products — The new products provision was originally designed to provide 
a &ir process for handling new products sold by banks that might have securitiM 
elements. Briefly, this process is as follows. With respect to a new product sold by 
a bank, the Commission would be required to conduct a rulemaking in consultation 
with the appropriate banking regulators. Before requiring a bank to move any new 
activities into a separate enti^, the Commission would have to formally dem- 
onstrate that the new product is a security and that investor protectiou concerns 
warrant requiring activities witii respect to such new product te be conducted 
through a regist^ed broker-dealer. The rulemaking process is designed to give fair 
notice to the banking industry and opportunity for all interested persons to com- 

However, this process has now been expanded to include requirements that are 
unacceptaUe to tne Commission. H.R. 10 now includes a provision that permits any 
bank to obtain an automatic atey of the Commission's action, if the bank challenges 
the CtHmnission's determination. The Commission does not object to judicial review 
of its actions, and, in fact, any agerieved party can currently go to court to seek 
a sta^ of Commission action if it leels one is warranted. However, the automatic 
stay in H.R. 10 would act to delay Commission enforcement or regulatory action 
against a bank, perhaps for years. This is an unreasonable burden to place on the 
Commission, particularly given the speed with which this industry innovates and 
the fact that the rulemaking process — in lieu of enforcement actions or use of the 
Commission's interpretive authority — would already delay significantly the Commis- 
sion's acUona. The Commission's hands should not be tied indefinitely while the ju- 
dicial review process winds its way through the courts. Moreover, as the nation's 
securities regulator, the Commission is bewildered b^ a new provision that would 
appear to give bank Emulators deference in determining which products are securi- 
ties, and sutiject to securities regulstion. 

2. Derivatives Activities — The Commission's principal concern in this area involves 
derivatives activities where the derivatives are securities or involve delivery of secu- 
rities. Earlier bills have allowed these products to be booked by banks, but required 
the transactions to be conducted only with qualified investors, and effected through 
a roistered broker-dealer. This scheme carefully permitted banks to maintain most 
of their derivatives activities "as is" — securities law protections would only apply 
where the derivative product was a security or involved delivery of a security. More- 
over, it recognized investor protection concerns by restricting such derivatives deal- 
ing activities to qualified investors. 

However, the version of H.R. 10 reported by the Banking Committee wreaks 
havoc with this delicate balance. It would exempt "any swap agreement" from the 
broker-dealer registration requirements, even swaps that are securities or that in- 
volve delivery of securities. Swap agreement is denned broadly and, as markets de- 
vel<^, could include standardized products that are used for price discovery pur- 
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poBes in equi^ and debt maAets, all outside the scope of federal securitiea law. 
This open-ended exemption is unacceptable to the CommiBsion because all securities 
can be recast as derivatives— a callable bond could be viewed as a derivative. 

Because those derivatives that are securities or that involve the delivery of aecuri- 
ticB no longer would need to be sold through a registered broker-dealer, manjr of 
the protections of federal securities laws would not apply. Thus, the sales practice, 
net capital and other investor and mai^et protection requirements of the federal se- 
curities laws will not govern scdes of securities derivatives. In addition, the current 
version of H.B. 10 would eliminate the statutory requirement that securities-based 
derivatives be sold only to qualified investors, thus permitting an expanded class 
of producta to be sold to any type of investor, regardless of the level of sophistica- 
tion. 

Finally, the banking r^ulators, rather than the Commission, would control the 
scope of this exemption for securities-based derivatives. For example, bank regu- 
lators would decide whether investor protection concerns warranted limiting bank 
sales of credit and equity derivatives to sophisticated investors. 

3, Receipt of Brokerage Commissions for Trust and Transfer Agency Aetiintiea — 
Banks have traditionally provided trust services. Previous versions of H.R. 10 con- 
tained an exemption tailored to cover traditional trust activities. Specifically, this 
provision covered instances where a bank executed securities transactions in a fidu- 
ciary or trustee capacity through its trust department, or in employee benefit plans, 
dividend reinvestment plans, and issuer plans, but was not compensated on an in- 
centive basis for such activity. In order to protect trust customers from banks hav- 
ing a "salesman's stake" in their transactions, previous bills did permit banks to 
charge an annual fee, an aasets-under-management fee, or an order processing fee, 
but expressly prohibited a bank trust department and transfer agent from charging 
brokerage commissions that exceeded execution costs. 

H.R. 10 has since been rewritten to pennit banks, provided they are '^rimaril^ 
compensated by fees other than bndcerage commissions, to accept commissioQB in 
oness of their execution costs. The vague term 'primarily" makes this a potentially 
huge lo^ikole. Even though the current version of H.R. 10 attempts to limit poten- 
tial excess by further re(;|uiring that additional compensation be "ctmsistent with fi- 
dudai; orindples," this is sballow protection. Any protectiona afforded to investors 
under fiduciary law will vary by state. In addition, fidudaty law may permit inves- 
tor protections to be lessened, if not eliminated entirely, t^ contractual provimons. 
Sgnificontly, we undttstand that banks also have been effective recently in loU^- 
'is state l^ulatures to statutorily relax some state fiduciary law requiremoits. 

It is not enou^ to say that banks are "fiduciaries.' Broker-dealws are also "fidu- 
daries;" nonethdess, Congress has determined that the protections of federal securi- 
ties laws are necessary and inte^al to provide customers with full investor protec- 
tion. Under the current version of H.R. 10, a bank and its personnel could have eco- 
nomic incentives — a so-called "salesman's stake" — in a customer account, without 
b«ng subject to the strict suitability, best execution, sales practices, superviaion, 
and accotuotabili^ requirements that are imposed by the federal securities laws. As 
Qte Commission has stated, ccmsistent regulation of securities activities is impera- 
tive in order fbr ttie nation's investors to be fiilly protected. 

Moreover, investor protections with respect to bank activities in oertain stock pur- 
diase plans were even further eroded under the current version of H.R. 10. The bill 
would delete the prohibition on a bank accepting brokerage commissiona that exceed 
its execution costs, without even a requirement that any brokerage commissions 
that the bank receives be "consistent with fiduciary principles." In fact, transfer 
^ents involved in sales of issuer stock purchase plans owe a fiduciary dutf to 
issuers, not to investors, and the investor protections of the federal securities Laws 
would not apply to bank customers. 

4. Private Placement Actiuifies— Small banks have traditionally conducted private 
placements in order to assist local business clients in capital formation. Accordint^y, 
previous versions of this bill have permitted a bank tfakt was not affiliated wiu a 
registered broker-dealer to engage in private placement activities with qualified in- 

The version of H.R. 10 reported by the Banlung Committee would abandoa this 
focus on small banks. H.R. 10 has been rewritten to allow all but the very largest 
banks to conduct private placement activities. The only restriction is that a bank 
that wishes to engage in private placements directly cannot be affiliated with ■ 
broker-dealer that underwrites corporate debt and equity securities. This would ftx- 
mit a large universe of banks (re^rdless of their size and history of private place- 
ment activities) to conduct private placement activities directly, outside of the reach 
of many of the investor protections provided under federal securities law. As it is. 
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private placements are subject to fewer disclosure requirements under federal secu- 
rities laws because they qualify for an exemption from the Securities Act of 1933. 
Although backs have been permitted to engage in private placement activities for 
about 25 years, most big banks have movMlsuch activities to their registered 
broker-dealer section 20 affiliates (where private placement activities count toward 
the 75 percent of "permissible" revenue). Once GIas£-SteagalI barriers (and the 75 

Krcent revenue test) are eliminated, this significant market will be moved back into 
nks, outside of the protections of federal securities regulation. 

5. Definition of 'Qualified Investor" — Many of the exceptions provided for bank se- 
curities activities in previous bills have relied on the fact that less sophisticated in- 
vestors would continue to have the protections of the federal securities laws govern- 
ing their transactions. Thus, earlier versions of this legislation generally defined 
"qualified investor" narrowly with respect to complex instruments, like derivatives 
(essentially institutional investors), and more broadly with respect to private place- 
ments, asset-backed securities and loan participations. 

Unfortunately, the current version of H.R. 10 defines 'qualified inveatoi^ broadly 
with respect to all products, including derivatives, to include corporations, natural 
persons with more than $10 million and governments with more than $50 million. 
By si^iificantly expanding the definition of "qualified investor," the current version 
of H.R. 10 would permit oanks to offer derivative instruments to a broader class 
of investors, including individuals, fiillv outside the protections of federal securitie* 
law. This means a less sophisticated class of investors will not be protected by the 
additional supervisory, sales practices and suitabiUty requirements imposed by fed- 
eral securities laws, at the very time they would need them most. Moreover, certain 
munictpahties and the Government Finance Officers Association CGFOA") have 
stated that even sophisticated investors require the protections of federal securities 
laws, particularly suitability, with re'spect to derivatives trading activities. 

B, Mutual Fund Advisory Acliuitiea 

The Commission is pleased to see that the current version of H.R. 10 maintains 
important amendments to the federal securities laws to close the loopholes that 
banks e^joy with respect to their mutual Ivmd advisory activities. These provisions 
were non-controversial and are necessary to evenly protect aU mutual fund inves- 
tors. In addition, these provisions are important because they would afford Commis- 
sion examiners greater access to information regarding bank advisory activities that 
CAild affect bank-advised mutual funds. Such access is necessary to detect and pre- 
vent front-running, abusive trading by portfolio managers, and conflicts of interest 
In addition, the Commission suggests one additional technical change discussed 

Currently, the Investment CcHupany Act statutorily disqualifies certain ^mes of 
entities (such as brokers, dealers, advisers, transfer agents) and employees of sudi 
entities (including employees of banks) who have been convicted of a felony 'or have 
been subject to a dvil injunction. However, the Act does not contain a similar statu- 
tory disqualification that would apply to a bank (as opposed to employees of the 
bank) that had engaged in wrongdoing. Commission staff have drafted a brief 
amendment that would accomplish this, and we encourage the Commerce Commit- 
tee to adopt such an amendment, which is important to provide investors in bank- 
advised funds the same protections provided to investors in other funds. 

C. Broker-Dealer Holding Company 

Id order to provide an effective two-way street between the banking and securities 
industries, securities firms must have the ability to affihate with banking institu- 
tions without subjecting their entire holding company to top^own, bank safety and 
soundness supervision by the Federal Reserve. Acconlindy, a broker-dealer holding 
company CBDHC") must have the ability to affiliate wiQi a wholesale financial in- 
stitution ("WFI"), and BDHCs that engage primarily in securities activities (regard- 
less of whether they are affiliated with a WFI) must be able to choose Commission 
supervision of the holding company. In addition, the Commission should retain 
backup examination authority over WFI holding comoanies to ensure compliance 
with securities laws. The Commission advocates the audition of broker-dealer hold- 
ing company provisions to H.R. ID, and notes that an effective provision of this na- 
ture was included in the Commerce Committee's H.R. 10 report of October 1997. 

Mr. OxLEY. Thank you, Chairman Levitt. Let me begin a round 
of questions for both of you gentlemen. CommiBsioner Nichols, the 
NAIC juat for the record did not support last year's bill as it came 
out of the Commerce Committee; is that correct? 

Mr. Nichols. That is correct, sir. 
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Mr. OxLEY. If you were to compare from your perspective the bill 
that we have braore us now that we have from the Banking Com- 
mittee this year as opposed to last year's bill, what are your gen- 
eral thoughts and what would we, this committee, essentially have 
to do to eEun the support of the commissioners? 

Mr. Nichols. First of all, I would like to say that we appreciate 
the bipartisan support that has occurred this year, and we do think 
that the bill has made improvements. However, the struggle that 
we have in terms of our role is, one, it does not adequately address 
our authority related to affiliations. There is broad language in 
there that preempts our authority as it relates to banks and bank 
affiliates. 

We believe there is a need for you to address the issue of def- 
erence with our Federal regulators. Specifically, by putting in any 
laws that occur prior to September 1998 basically takes and calls 
into question everything that we do that is on the books today. 

We also are concerned frY)m our perspective that the whole tone 
of this actually, as Chairman Levitt has said, is more focused on 
the banks. If we are going to truly do financial services and you 
want functional regulation to work, we believe that it should be a 
level playing field. The same as you 'are addressing on the market 
side and the same on the regulatory side. 

If there is the deference issue addressed, the language is cleaned 
up not to have sweeping preemption of our authority if you are a 
bank or affiliated with a bank, and then again address the issue 
of true financial service and functional regulation. I think that it 
is something that we could support. 

Mr. OxLEY. Your testimony, as I recall, you also said that you 
would eliminate the— I forgot what term you used — eliminate the 
difficulty of out-of-state insurance sales. 

Mr. Nichols. The issue of re-domestication you may be discuss- 
ing. What it was is it was allowing companies to move to a State 
that would allow them to go into a different oi^anizational struc- 
ture. 

We believe that it's important for individual States to maintain 
that level of control. If you have you a State that has investigated 
quite a bit, whether it be tax structures or other things, to organi- 
zationally make it appropriate for large insurance entities to func- 
tion there, we would hate to see them to be able to move some- 
where just because they don't like the rules. 

We think that insurance rules based on a State bfisis are those 
unique to the people that live there. When you think of insurance 
and the uniqueness of it, we think that it is very, very critical that 
you focus on the individual needs of the States. My need for crop 
insurance and other things in Kentucky may be totally different 
than what you have in New York. Let us recognize the differences 
that our States offer and make sure that each State can protect its 
citizens in relation to the business of insurance. 

Mr. OxLEY. Chairman Levitt, you indicated that there were too 
many products exempted under securities laws in the version that 
we have inherited from the Banking Committee. Do you believe 
that there are any exemptions that should be allowed for bfmks 
under securities laws? , 
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Mr. Levitt. Well, I think, if those exemptions were tailored very 
rigorously, that is possible. But the exemptions in this bill are so 
broad that the cleanest way to approach tlus, it seems to me, would 
be to look at them anew. These exemptions have come down the 
pike over the past 12 or 15 years, and it is very hard to be able 
to take them and streeunline them and pick from column A and col- 
umn B. I think we have to t£ike a fresher approach to them. 

Certainly we would be willing to sit down and work with you on 
the specific details. The ones that we have the greatest problems 
with, of course, are future products, private placements, trust ac- 
tivities, and the treatment of derivatives and swaps. Those are the 
ones that really open up the banks to dealing with securities issues 
directly and freezing out securities regulators. They could use these 
exemptions to, in effect, open the door for securities activities to go 
unr^ulated by securities regulators and to be under the jurisdic- 
tion of the banks. 

Mr. OxLEY. How would you argue with those folks who say, for 
example, that within the trust department that there ought to be 
some exemptions from the securities laws based on the fact that 
you are dealing with generally sophisticated investors; you are 
dealing with trust departments and banks that have been there for 
a number of years; that the protections are adequate currently to 
deal with that without having another layer of regulation by the 
Securities and Exchange Commission? 

Mr. Levitt, The trust activities of banks have been part of bank- 
ing as long as we have had a banking system. I think they operate 
reasonably and fairly, and we certainly would not propose sweeping 
away trust departments from banks. 

But, the way this bill is written today, a full service broker could 
be run out of the trust department of a bank, which could charge 
commissions for securities activities. We would have to carefuUy 
address that provision in a way that would not broaden and extend 
the trust activities that are presently under the jurisdiction of 
banks to include consumer securities activities. 

Mr, OXLEY. Thank you. My time has expired. Let me now recog- 
nize the gentleman from Michigan, the ranking member of the full 
committee, Mr. Dingell. 

Mr. Dingell. Mr. Chairman, thank you. Welcome to our panel, 
Mr, Cheiinnan and Mr. Nichols. Thank you both for being here. I 
would like to focus with you, if you would, please, Mr. Nichols, on 
some very important questions since you have the expertise that 
has been denied this committee through a series of circumstances 
for a considerable while. 

First of all, insurance is now regulated by the States, is it not? 

Mr. Nichols. Yes, that is correct. 

Mr. Dingell. To the best of my knowledge, there is only Federal 
statute that relates to insurance regulation, and that is one which 
confers the basic authority over insurance regulation on the States; 
is that correct? 

Mr. Nichols, Yes, sir, that is correct. 

Mr. Dingell. So if States are not permitted to regulate bank in- 
siu-ance sales, then who would regulate bank insurance sales? 

Mr. Nichols. No one, from our perspective, sir. 
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Mr. DiNGELL. So if we were to move to deny State insursince 
conunissions the authority to regulate bank sales of insurance, we 
could guarantee that there would be no regulation of insurance 
sales at any level; is that correct? 

Mr. Nichols. That is correct. 

Mr. DiNGELL. Sales made by the banks? 

Mr. Nichols. That is correct, sir. 

Mr. DiNGELL. That would completely strip the consumers of in- 
surance services of £iny place to complain, would it not? 

Mr. Nichols. That is correct, sir. 

Mr. DiNGELL. The Federal Reserve, the Treasury, the Comptrol- 
ler of the Currency have no statutory authority whatsoever to regu- 
late sales of insurance; is that right? 

Mr. Nichols. That is correct. And they also informed us they 
would not 

Mr. DiNGELL. They would have no authority to deal with the 
questions of actuarial soundness of the insurance plans; is that cor- 
rect? 

Mr. Nichols. That is correct, sir. 

Mr. DiNGELL. Now, having said that, how many of Michigan's in- 
surance laws would be preempted by the bill that has been sent to 
us by the Banking Committee? 

Mr. Nichols. Thirty-three. 

Mr. DiNGELL. Thirty-three. Would you submit the list of those, 
please, for the committee. 

Mr. Nichols. Yes, sir. I think they have been handed out, sir. 

Mr. DiNGELL. If you would hand them out, Mr. Chairman, I 
would ask that theyoe inserted into the record. 

Mr. OXLEY. Without objection. 
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PROTECTING INSURANCE CONSimiERS 

IN THE UNITED STATES 



* An average family can easily spend $3,000 each year on insurance 
products. Insurance comes in many varieties, including life, twalth. 
auto, home, mortgage, credit, corporate casualty, and crop insu^nce. 



> All Insurance policies have two things in common - 

> Consumers pay money to insurers for insurance policy coverage. 

> Insures pay money to consumers when claims are made under a 
policy. 

* State insurance regulators supervise this process in order to - 

> Protect the money consumers pay to Insurers. 

> Assure that policyholders and claimants receive the 
payments they are due. 



» HR 10, as passed by the House Banking Committee, preempts saaaiuHt 
State laws and guts ttw ability of insurance regulators to protect 
insurance coraunters. 
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Mr. DiNGELL. Now, Conunissioner Nichols, please tell us what is 
the Unfair Claim Settlement Practices Act? 

Mr. NiCHOi^. That is an act that establishes the minimum 
standards for how insurance companies are required to handle the 
claim, paying it promptly, making sure tiiey are communicating 
with you, making sure that you get what you deserve. 

Mr. DiNGELL. A version of that is in each State enforced by the 
State insurance comniissioner; is that not so? 

Mr. Nichols. That is correct, sir. 

Mr. DiNGELL. If the State insurance conunissioners were to be 
denied the authority to sell or, rather, to regulate insurance sales 
and insurance sales practices and practices of insurance companies 
with regard to consumers, there would be no one then to regulate 
that particular Eispect of insurance compai^ activities; is that 
right? 

Mr. Nichols. That is correct, sir. 

Mr. DiNGELL. Is there any other regulatory authority that can 
give Michigan consumers the same protections that this law pro- 
vides? 

Mr. Nichols. No, sir. 

Mr. DiNGELL. Now, let us look at another one. The Life and 
Health Insurance Guarantee Association Law and the 
Postassessment Property £uid Liability Insurance Guarantee Asso- 
ciation Law, bow do those benefit consumers? 

Mr. Nichols. Those benefit consumers by if there is an insolvent 
insurer, those funds are made available to ensure that any policies 
that they have are fully enforced up to a financial limit. It is for 
their protection. 

Mr. DiNGELL. If these laws were to be preempted, what protec- 
tion would be substituted, and what autnority would either the 
Federal Reserve or the Comptroller of the Currency have to require 
protection of consumers with regard to these matters? 

Mr. Nichols. There would be none, sir. 

Mr. DiNGELL. There would be none. So the consumers woiild be 
stripped naked of two very important protections, would they not? 

Mr. Nichols. That is correct. 

Mr. DiNGELL. What is the Third Party Administrator's Law, and 
why should consumers be troubled if it were to be preempted by 
this legislation? 

Mr. Nichols. The Third Party Administrative Law allows an in- 
surance company to farm out or source out to another company the 
processing of claims and collection of premium. This makes sure 
that once that is done we are still allowed to hold full authority 
over the insurance company and they must assume responsibility 
for their claimants. 

Mr. DiNGELL. That is also administered by the State insurance 
commissioners, is it not? 

Mr. Nichols. Yes, it is. 

Mr. DiNGELL. And State insurance commissioners, in most in- 
stances, administer similar, if not identical, statutes in each and 
every one of the States; is that not so? 

Mr. Nichols. That is correct, sir. 

Mr. DiNGELL. Now, if that were to be repealed by the action in 
this Congress in passing the l^palation before us, there would be 
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no one to provide that protection for American insurance consum- 
ers; is that correct? 

Mr. Nichols. That is correct, sir. 

Mr. DiNGELL. Now, Commissioner Nichols, some of these laws 
have been on the books for more than 40 years; is that correct? 

Mr. Nichols. That is correct. 

Mr. DiNGELL. Is there any authority or expertise at the Federal 
level — ^now, I said authority and expertise at the Federal level 
which is comparable to the body of insurance law and regulations 
that now exists at the State level? 

Mr. Nichols. There is none. 

Mr. DiNGELL. Is there any expertise in the Fed to do this? 

Mr. Nichols. No, sir. 

Mr. DiNGELL. Is there any expertise in the Office of the Comp- 
troller of the Currency or elsewhere in the Treasury Department? 

Mr. Nichols. No, sir. 

Mr. DiNGELL. In a word, are you aware of euiy actions that have 
ever been taken by the Department of the Treasury or the Fed to 
regulate insurance matters? 

Mr. Nichols. No, sir. But they have attempted to expand t^e 
ability of banks to do certain things in insurance. 

Mr. DiNGELL. In ways which would ofttimes deny you and tfie 
other State insurance commissioners the authority to regulate for 
the protection of consumers in your several States; is that right? 

Mr. Nichols. That is correct, sir. 

Mr. DiNGELL. Now it would seem that the Banking Committee's 
bill, therefore, lets the banks engage in insurance activities witWut 
regulations; is that correct? 

Mr. Nichols. That is the way that we see it, sir. 

Mr. DiNGELL. And I would go on to note that while insurance 
companies are not bank related insurance agents would continue to 
be subject to Michigan's 33 insurance laws; is that right? 

Mr. Nichols. That is correct, sir. 

Mr. DiNGELL. And to regulation by the insurance commissioner; 
is that right? 

Mr. Nichols. That is correct. 

Mr. DiNGELL. That would leave the insurance consumer in the 
State of Michigan afflicted with something of a Hobson's choice be- 
tween banks totally exempt from regulation and an insurance 
salesman who would be subject- to State regulations; is that right? 

Mr. Nichols. That is correct, sir. 

Mr. Dingell. So the bEmbs could promise any damn Uiing th^ 
Hked and deliver as little as possiWe; is that right? 

Mr. Nichols. That is right. 

Mr. Dingell. There would be no place that the insurance con- 
sumer could go for redress; is that correct? 

Mr. Nichols. That is correct, sir. 

Mr. Dingell. Now, is there any reason in yoiir mind why we 
ought to abate the historic protection afforded to a>nsimiers by 
State insurance laws when they buy insurance at their bank? 

Mr. Nichols. There is no reason, sir. 

Mr. Dingell. Banks are now subject to at least some of these in- 
suTEince laws even while under the administration of the Comptrol- 
ler of the Currency and the Federal Reserve Board; is that right? 
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Mr. Nichols. That is correct. 

Mr, DiNGELL. Is there any reason in your mind that would justify 
us coming to the conclusion that beuiks should be subject to less 
regulation than insiu-ance companies and insurance agents? 

Mr. Nichols. Not if you want to protect your consumers. 

Mr. DiNGELL. But if you want to scare them, letting the banks 
out from under regulation would be a iine way to begin, would it 
not? 

Mr. Nichols. It would be an excellent way to do it, sir. 

Mr. DiNGELL. Thank you. 

Mr. OxLEY. The gentleman's time has expired. The gentleman 
from Iowa, Dr. Ganake. 

Mr. Ganske. Thank you, Mr. Chairman. I must commend Mr. 
Dingell for his thoroughness. If there were more members of the 
committee here, they each would have obtained their own personal 
handout on their own State insurance laws. 

I appreciate Commissioner Nichols being here and Chairman 
Levitt. I want to follow up on a question that 1 asked Secretary of 
the Treasury Rubin; and that has to do with the NationsBeink case. 

And so. Chairman Levitt, I wonder — I understand that the 
NationsBank settled claims of $50 million for defrauding investors 
with securities sold by an op-sub. When I asked the Secretary 
Treasurer about this, he referred us to his assistant who then said 
rather blithely, said. Well, that was handled by the SEC, which ac- 
tually I thought made my point in terms of Amctional regulation. 

But I wonder if you could sheu^ with us the facts of that case; 
and specifically I would like to know, in your opinion, were inves- 
tors confused by the sales of securities by a bank operating sub- 
sidy? 

Mr. Levitt. Yes. They clearly were. I think that, as Mr. Dingell 

einted out, time and time again some years ago when banks 
gan the sale of mutual funds to customers 

Mr. Ganske. Mr. Chairman, can you pull the mike just a little 
closer. 

Mr. Levitt. That when banks began to sell mutual funds to indi- 
"vidual customers, it became very easy to blur the lines between the 
l>anks, the insured deposits, the gueu-antees that went with so 
many banking activities, but clearly did not extend to money mar- 
^t mnds or other fiinds that were being marketed to customers of 
Tianks. 

And NationsBfuik was a clear case of blurring the lines, where 
investors were led to make purchases that they believed were to- 
tally secure. They thought that it was like a deposit; therefore, they 
couldn't lose any money. They were not told that the fund involved 
the purchase of very risky derivatives instruments. Furthermore, 
the sales of that fund — and I think this was the most repugnant 
part of all of it — were targeted toward elderly people, people who 
could ill afford to lose their funds, people who were really victim- 
ized by bank personnel using the prestige and power of the institu- 
tion to imply a level of security that simply did not exist. It was 
fraud. It was misleading. It was a very bad performance. 

Mr. Ganske. Chairman Levitt, at the hearing before this commit- 
tee on the last Congress, you stated, "It would be bad public policy 
to have the safety net extended over securities activities," that you 
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thought the use of an affihate was far preferable to having a sub- 
sidiajry's structure. You were referring to bank securities under- 
writing in an op-sub. Do you still maintain that view in light of 
this case that you just told me about? 

Mr. Levitt, You know, I have learned — maybe I learn slowly, but 
I have learned after many years of dealing with complicated issues 
before the Congress that focus is all important. Any petrticipant in 
any piece of legislation tends to have different interests. But here 
my interest is eilmost obsessional in terms of protecting investors. 

This bill, as I see it, leaves investors naked, dangerously naked. 
If choosing an op-sub or choosu^ an affiliate were the central deci- 
sion to be made, I don't think that bears as significantly on the 
well being of investors as other parts of the bill. 

Yes, I believe that the affiliate structure certainly has adminis- 
trative advantages. I am concerned about the fact that the op-subs 
are considered part of the bank for capital purposes and that the 
bank parent can suck out capital from the brokerage subs to help 
a weak beink. I think that, as I see it, is a shDrtcoming of the sub- 
sidiary structure. But overall, that is not our key issue. 

Mr. Ganske. Let me just follow up with one final question then 
because I want to get you on the record, the same as I did Sec- 
retary Rubin, on this issue of op-subs. And That is that you indi- 
cated that last year's committee print had your support to some de- 
gree. 

The last — the Commerce Committee print from the last Congress 
provided for limited operating op-subs and these op-subs were lim- 
ited to agency activities, as I said, to address Chairman Green- 
span's concern about government coverage of taxpayer money. Can 
you give us your opinion? Would you be willing to support ^ency- 
only op-subs as a compromise? 

Mr. Levitt, I would have to think about that. My feeling is this: 
if this Congress is mindful of the importance to our markets of giv- 
ing investors the basic protections that they have had for 65 years 
and extends to investors those same protections that they have had 
before and doesn't sweep them up in terms of calling something 
functional regulation which is not functional regulation, frankly, I 
would support any kind of structure that did that. I'm not going 
to get bogged down on one over the other. 

We are most concerned with securities activities that remain in 
the bEuik. That is where our problem lies and our inability to get 
at that. That was one of the problems in NationsBeink. It was one 
of the problems that we faced in terms of bank-marketed mutual 
funds. Clearly, I'm not going to be dogmatic about affiliates versus 
subsidiaries. I do feel that there are some administrative advan- 
tages to the affiliates, and it is for that reason that I gave support 
to that in the past. 

Mr. Ganske. Commissioner Nichols, would you concur with that? 

Mr. Nichols. I think for the most part. That is clearly where our 
concern is; we CEumot get to the situation occiirring within the 
bank. 

Mr. Ganske. I thank you. 

Mr. OxLEY. The gentleman's time has expired. The gentlonan 
from Wisconsin, Mr. Barrett. 
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Mr. BARRfiTT. Thank you, Mr. ChaimiEin. Welcome, gentlemea. 
Prior to being on this committee I spent 6 years on tl^ Banking 
Committee. Chie of the miyor reasons I left tlmt committee was this 
l^islation. So it is nice to see it again. I often described it as the 
l^slative equivalent of the movie Groundhog Day. I don't know if 
you have seen that, a Bill Murray movie where every day was the 
same and the same thing would lutppen. 

So now this is my fourth term in Congress and the fourUi time 
I have seen this legislation, and I think your people have seen it 
for decades. Certainly careers are built aroimd this legislation. But 
each time I go through it, I have to go back through a tittle primer 
and remind myself as to what we are doing. 

I look at the various industries and those industries that may 
have the greatest incentives for this legislation and the ones that 
have the least incentive. In fact, I think of the securities and yoiu- 
ofRce in particular as having one of the least incentives for this leg- 
islation. Maybe Pm wrong, but that is just my perception. 

As I look through your testimony today, it is unclear to me as 
to whether your opposition is primarily that you don't think that 
the banks should be performing some of these functions or the fact, 
at least under your scenario, that they would be performing them 
without appropriate regulation. Can you help me with that? 

Mr. Levitt. Yes. I think the banking regulators of the United 
States do a superb job of protecting the safety and soundness of 
banks. I have sat on the boards of several banks. I have worked 
with banking regulators. I have listened to them make presen- 
tations to the boards. And the focus of their interests and their ac- 
tivity and their commitment has been the asifety and the soundness 
of the bank. 

Having been in the securities business for much of my life and 
now being a securities regulator, I understand what I have de- 
scribed as a culturid difference, where the interests of investment 
banks ad brokerage firms are entrepreneurial interests. The num- 
ber of jobs that have been created in this economy and the strength 
of our economy are a function of a combination of risk-taking on 
the part of brokerage firms and capital extended by banks. 

But they £u^ two very different cultures. Now, the bemking regu- 
lators — for instance, just to give you an example of some of the dif- 
ferences — don't impose enforceable sales practice rules. They don't 
have a duty to supervise. They don't have a system of £irbitration 
enabling individuiil investors to bring their cases to arbitrators to 
decide them. They don't subject their supervisory and their sales 
personnel to testing and mandatory continuing education, and they 
don't require the disclosure to investors of a disciplinary history of 
those people selling products. They don't insure securities as SIPC 
insures the securities of investors at brokerage firms. 

So my reason for so psissionately opposing this bill is this: if you 
have the growing securities activities of banks involving individual 
investors subject to the oversight of examiners who are concerned 
primarily for the banks' interests and for the SEifety euid soundness 
of the banks rather than for the investors' interests, that is just 
wrong. It represents a threat not just to investors, but I believe a 
threat to our markets. 
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Mr. Barrett. So it is not, per se, an opposition to banks perform- 
ing tjiese functions? 

Mr. Levtit. Absolutely not. I think banks should perform this 
and other functions. I have no problem with that any more than 
I have a problem with allowing brokersige firms to perform banking 
functions. But I think it would be as wrong to ask the SEC to su- 
pervise banking activities of brokerage fiiTOs, because of the cul- 
tural difference, as it would be to ask banks to 3Uf>ervise the secu- 
rities activities within the banks. 

Mr. Barrett. One of the other concerns that we often hear, of 
course, is then it becomes a fight among the regulators. We have 
heard from Mr. Greenspan; we have heanl from yourself, all people 
of good will, obviously people who are committed to this. And it 
concerns me that there doesn't seem to be an acknowledgement or 
a belief that another regulatory agency can perform some of the 
same regulatory functions, for ezfmiple, that yoiu* commission does. 

Mr. Levitt. Absolutely. And no doubt in time we could train the 
National Endowment of the Arts to supervise some of these activi- 
ties. But why? To what end? We have contradictory objectives in 
some instances here. That is good; That is desirable to have that. 

But to suggest that you t£ike a 65-year history that is conunitted 
to investor protection — no such agency any place in the world can 
replicate the protection to investors extended by the SEC— and in 
one fell swoop, for whatever reason, you want to wipe that out in 
favor of having banking regulators do this? To what end? What 
reason do you have not to ask that securities activities be super- 
vised by those who have been trained for 65 years to do them and 
not change cultures in midstream? 

Mr. Barrett. You rciake a passionate case for your Eigency. 

Mr. Levitt. I make a passionate case for investors, not for our 
agency. 

Mr. Barrett. Let me continue because I think if you look at it, 
if one looks at it from a perspective of a regulator from the govern- 
ment, you make all the sense in the world. But if one were to look 
at it from the standpoint of ihe business to say, well, this week we 
have got SEC in here and this week we have got the comptroller, 
this week this agency in here. 

I'm not one who is considered a big lover of business, but I am. 
sensitive to their concern that they are just goii^ to be r^ulated. 
to death. I just want you to respond to that. 

Mr. Levitt. Yes. If you look at the system of regulation involving 
financial services in the country today and you examine, for in- 
stance, a large multifaceted brokerage firm, a firm that is subjected 
to the inspection of State regulators, the SEC, Federsd regulators, 
and self-regulatory organizations such as the New York Stock Ex- 
change, that system works pretty dam well. 

If you took away smy element of it, if you remove the States, if 
you remove the self-regulatory organization, or if you remove the 
SEC, you would severely cripple the Eibility to police those markets; 
and the s£ifety of those markets and the ^dency and the trust in 
those markets would evaporate virtually overnight. The same holds 
true here. 

If banks are going to get into brokerage services, there is no rea- 
son to suddenly substitute a bank regulatory culture which is so 
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different on those services. The bank regulatory culture is intended 
to protect the banks. The culture of securities regulation is in- 
tended to protect investors. Those two can work in a complimen- 
tary fashion, zuid there is no restson to substitute one for the other. 

If we look at this 5 years from now and Merrill Lynch owns a 
large bank, I see no reason to suggest at that point in time that 
the SEC supervise Merrill's banking activities. That is not ovar ex- 
perience; thai is not our culture. That would not be in the best in- 
terests (^ banks or their customers. 

Mr. OXLEY. The gentleman's time has expired. The gentleman 
from Staten Island. 

Mr. FOSSELLA. Thank you, Mr. Chairman. Chairman Levitt, let 
me concentrate briefly on securities regulation. I gather from yoiu* 
words you support SEC r^ulation of credit derivatives or swaps. 
Correct? 

Mr. Levitt. Yes, I do. 

Mr. FOSSELIA- You state one of the principles at least for SEC 
support is that of sales practice regulation. Explain to me what the 
sales practice regulation is, please. 

Mr. Leviit. Well, the current provision allows banks to sell all 
derivatives to £ill investors without sales practice requirements. I 
think, to the extent that derivatives may be sold to nonsophisti- 
cated investors, to noninstitutional investors, there would clearly 
be the need to have certain disclosures. 

Mr. FosSELLA. With respect to the investor, I guess in some peo- 
ple's mind that would depend on the investor. I appreciate your ad- 
vocacy clearly, in private and public, your support of protecting in- 
vestors. But if you have a bank like a Citibank selling a derivative 
instrument to a sophisticated investor like a hedge fund, how does 
SEC sales practice regulation enter into that equation? 

Mr. Levttt. I think what the SEC has done with respect to the 
mailceting of derivatives has been a very reasoned approach. We 
(xmvened the largest derivatives dealers in the country, securities 
dealers representing nearly 90 percent of the securities activity in 
the derivatives market, and asked them to come up with a vol- 
untary progiBm of disdosure, of risk disclosure. That was called 
the Derivatives Policy Group, That has worked effectively without 
the need for regulatory oversight. I have said on a numb^ of occa- 
sions that I'm not looking to develop a new series of regulations in 
the derivatives markets. 

Mr. FosSELLA. So where in there lies the sophisticated investor? 
They should self-regulate it? 

Mr. IjEVITT. I wouldn't use the word self-regulate. I think there 
is a need for greater disclosure, and we are getting that now with 
the Derivatives Policy Group, which up to now has worked reason- 
able effectively. The President's Working Group has made some 
suggestions, which Chairman Greenspan, Secretary Rubin, and I 
alt support, for more disclosure. We simply cannot have enough dis- 
closure in this regard, and I think I would use that expression 
rather than 

Mr. FosSELLA. In an unrelated topic while I have you, however, 
I would hke to get your opinion on what is commonly referred to 
as section 31 fees which support the SEC. 

lAr. Levitt. That is an easy one. 
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Mr. FOSSBLLA. I b^ your pardoD? 

Mr. Levitt. That is an easy one. 

Mr. FossELLA. That is what I am here to do, throw some 
Boftb£ills your way. It has been, I guess, demonstrated that section. 
31 fees generated are now in the area of $1.7 billion. There is dif- 
ferent approaches eis to what to do with the fees, I guess, on ca^atal 
investment or tax on capital investment, depending on how you 
look at it. 

Do you have a belief as to what should happen with the sectitHi 
31 fees? There are diiferent approaches that are being discussed, 
the rate cap, cap on fees. I would be interested to hear your opin-r 
ion. 

Mr. Levitt. The section 31 fees changed their complexion when 
we extended those fees to include over-the-coimter transactitms. 
That happened as part of a funding mechanism for the SEC that 
Chairman Bliley devised. I guess it was 3 or 4 yeeu^ 2igo. 

There were a half dozen committees involved in this in both the 
Houto and the Senate, and I understand the desirabiUty of reduc- 
ing those fees. Indeed, by eliminating the double-counting that to(A 
place in the over-the-counter market, we have been able to con- 
structively reduce those fees, I guess, by $10 or $15 millicm a year. 

I think to further address that issue, the proposal to place a cap 
on the fees appears to be the most reasonaole of the various pro- 
posals that I have seen. And the trick is to get the various commit- 
tees that have an interest in these fees to come to the table and 
agree. But I think, of the various proposals that I have seen, that 
appears to be the one most likely to produce a consensus. 

Mr. FosSBLLA. Thank you very much for your time, Mr. Chair- 
man. I yield back. 

Mr. OXLEY. The gentleman yields back time. The gentleman from 
New York, Mr. Engel. 

Mr. Engel. Thank you, Mr. Chairman. Good afternoon, gentle- 
men. Chairman Levitt, this morning Secretary Rubin both in his 
written statement and his oral response to a question from Con- 
gresswoman DeGette indicated that the Banking Committee's secu- 
rity provisions in the bill provided inadequate consumer protec- 
tions. I believe that he said that the exceptions swallowed the 
rules. And he indicated his willingness to work with you and with 
us to provide stronger investor protections. 

I am wondering if you could help us understamd what the stick- 
ing points are. I guess that is my question. He said there had been 
ongoing discussions with you and the bankers, but he felt there 
was still no solution. 

Mr. Levitt. That is true. We have had extensive discussions with 
Secretary Rubin and with Chairman Greenspan. And we have told 
them that we feel this bill does great, great harm to investor inter- 
est. With respect to the exemptions that have been created through 
the years, various changes that were made in the Senate version 
of this bill last year would, in effect, just substitute banking regula- 
tion for securities regulation over securities activities conducted 
within the weiIIs of the banks. 

Now, I don't have to tell you that any piece of complex legislation 
is a function of various interest groups that have an axe to grind. 
The insurance companies have an interest. You have heard about 
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them. The banks have an overwhelming interest, and heaven 
knows we have heard about that. We have an interest. But the 
most powerful interest of all, in terms of the implications for the 
economy, is investor interest. 

It is a question of who is willing to stand up, who is willing to 
say to the banks, look, I know you are not going to give in, but if 
you are not, you are not going to get a bill if you are going to hurt 
investors. 

I have outlined before the loopholes created with respect to fu- 
ture products, trust activities, the way that derivatives and swaps 
are handled and private placements — ^private placements alone 
could be a proxy for investment banking activity. It's just there. It 
is there to happen. I understand Secretary Rubin is sympathetic 
and Chairmfui Greenspan is sympathetic. But will they say this 
issue is as important to them as the various issues that concern 
them? Time will tell. 

Mr. Engel. One of the things that he also mentioned is that it 
would be cheaper for a small minority-owned bank to get into in- 
surance and securities through an operating subsidiary versus a 
separate affiliate. I was wondering ii that was your view as well. 

Mr. Levitt. I don't believe that. I think there £ire ways that an 
afi^ate could be comparable. And certainly the Commission would 
be responsive to encouraging that in any way that we could. 

Mr. Engel. What are the costs associated with setting up a 
brokerndealer as a separate afUHate? 

Mr. Levitt. I don't know precisely. I would have to do some work 
on that and get back to you, if I might. 

Mr. Engel. The Secretary also said in his opinion the problem 
that our financial services face abroad is lack of access and not lack 
of competitiveness. I know it is a trade issue obviously in large 
part, but severid Iftrge broker-dealers have told us that their access 
m some countries is hindered because they don't have a consoli- 
dated r^ulator or an umbrella supervisor. 

Is there anything in H.R. 10 that would address this concern, 
and if not, should mis concern be addressed? Do you have any sug- 
gestions for us on that? 

Mr. Levitt. I think to some extent \he WFI might be one way 
to do this, and I think the problem that the Secretary mentions is 
a legitimate problem and something that I think we have to be 
mindful of. 

Mr. Engel, Thank you very much. Thank you, Mr. Chairman. 

Mr. Levitt. By that I meant the broker-dealer holding company 
containing a WFI, which I think this committee considered seri- 
ously the last time out. 

Mr. Engel. Thank you. 

Mr. OXLEY. The gentleman's time has expired. 

The gentleman from Florida, Mr. Deutsch. 

Mr. Deutsch. Thank you, Mr. Chairman. 

I thank the Commissioner as well. 

ftb*. Levitt, if you could, I have read through your testimony and 
I have heard some of the responses to questions in the last couple 
minutes as well, but just for a couple seconds, you have discussed 
the current bill's possible adverse effect on the economy. In law- 
man's terms, could you maybe get into some analysis of the dif- 
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ference between the effect of the House banking bill versus the ef- 
fect of the bill that this committee passed last year in terms of the 
market imd in terms of the average consxuner in America? 

Mr. Levitt. Last year's bill, which we supported as a better al- 
ternative than something which we felt was pretty bad, was by do 
means perfect. The reason that we favor the Commerce Conunit- 
tee's approach to this bill is that it respects the primacy of consist- 
ent regulation. I no longer use functional regulation tiecause that 
word has been so misused by people who have other reasons for 
using it. This committee, in terms of its approach has respected 
consistent regulation, and its proposal last time was intended to 
see to it that all securities activities that take place within the 
banks are supervised and regulated by securities regulators. That 
is the fundamental difference between the bill that came out of the 
House which creates a situation where banking regulators super- 
vise virtujilly everything that goes on within the wfills of the 
banks. 

I have mentioned specific areas which we find the most dan- 
gerous from that point of view. If einything, this year's bill is more 
troublesome, but the bill that is winmng its way around the Senate 
is probably the worst of edl. 

Mr. Deutsch. My understanding, and you have testified to this 
effect of negotiations that you are in the process of having with 
Secretary Rubin as well as Mr. Greenspan regEirding the— and I 
will use the term, because I ^ess that is a term that we are still 
using, the "functional regulation" issue, can you give us any report 
on the progress of those negotiations? 

Mr. LEVITT. I think I said before that intellectually I am sure 
that I know that both of them share the concerns for investors that 
we have expressed, but their interests in and their versions of the 
bill have other aspects, with other constituencies. 

As far as I am concerned, our only constituent is the investing 
public, and whether their interest is in coming to some sort (tf a 
consensus arrangement which has the chance of legislative realty 
and executive passage, signature, I simply don't know. I think that 
they have expressed summrt for our position, but how far that sup- 
port will go in terms of^ its tradeoff for other interests, only tii^ 
will welt, 

Mr. Deutsch. Is it fair to say that you are continuing in this 
process? 

Mr. Levitt. Is it fair to say what? 

Mr. Deutsch. That you are continuing in these disciissions, 
these negotiations? 

Mr. Levitt. Yes. 

Mr. Deutsch. So these discussions are ongoing 

Mr. Levitt. Absolutely. 

Mr. Deutsch. Is there anything, we can do to be helpful? 

Mr. Levitt. I will think about that. 

Mr. Deutsch. Let me ask you — and again you talked a little bit 
about it in your testimony, and this is just, you know, as I tiy to 
understand what is actuaUy going on in the world today, my under- 
standing is that, in fjfct, banks are using swaps, using derivatives 
in equities, which have the equivalent of basically sales of securi- 
1 a. That is going on today. Would you say that is acctirate, and 
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if it is accurate, how does the SEC view that activity? My under- 
standing is that it is going on without SEC interaction at all. 

Mr. Levitt. If there are derivative activities going on with secu- 
rities involving fraud, the SEC would obviously have jurisdiction. 
I beiieve that the derivatives activities of banks are by and large 
being done with institutional investors. We have a much greater 
understanding of the nature and extent of those activities as a re- 
sult of the establishment of the DPG which I mentioned before. 

Mr. DeutsCH. But again, if I can just follow up wiUi just one 
tinal question, your answer seems to infer that only in cases of 
fraud would you be involved. 

Mr. Levitt. No, no, fraud in the swaps market is a rare occur- 
rence. 

Mr. Deutsch. Right. So again, if in fact they are trading securi- 
ties, equities, through swaps, in effect you have no jurisdiction 
today; or are you not using what you might infer as jurisdiction? 
In omer words, I guess my point is, isn't this already occurring and 
it is occurring within the banking laws without the SEC really 
being involved in this today? 

Mr. LEvnrr. Most swaps, I would point out, don't represent secu- 
rities, and those that do should follow the same rules as securities 
that are sold by brokers. 

Mr. Deutsch. I don't — I am still not hearing the sinswer. My un- 
derstanding is that is going on today, but you are not regulating 
it, you are not involved. 

Mr. Levitt. You are correct, there is a blanket exemption now. 

Mr. Deutsch. And if that is the case and we don't really see 
issues of fraud, then I mean why do we think there would be prob- 
lems? I mean, in other words, it is already going on. Shouldn't all 
these parades of horribles that you described, shouldn't they be 
taking place already? 

Mr. Levitt. Because I think in the world as I see it developing, 
with more and more securities activities going into banks and the 
increasing likeUhood of acquisitions of brokerage firms by banks, 
this will become far more important in terms of securities activities 
than it is today. 

Mr. Deutsch. Okay. Thank you, Mr. Chairmem. 

Mr. OXLEY. The gentleman's time has expired. 

The gentleman from IlUnois, Mr. Shimkus. 

Mr. Shimkus. Real quickly. Thank you, Mr. Chairman, and I 
welcome to the committee Chairman Levitt who graced us with his 
hospitality maybe 6 weeks ago at the SEC and I enjoyed that visit. 
I learned a lot too, and I think that is important. 

I have been focusing on this issue, on safety sind soundness, and 
now consistent regulation. PoUticians — ^you have to be careful about 
changing words for us, because I am very comfortable with "func- 
tionEU," Dut I will use "consistent." And my focus has been on the 
operating sub and really the FDIC insurance and how that might 
inrpact SEifety £ind soun<mes3. 

Your predecessor, Richard Breeden, when asked about the oper- 
ating subsidiary before the Commerce Committee made the follow- 
ing statement: "If government subsidies such as the operating sub- 
simary are introduced into the securities market, then the dulling 
narcotic effect of these subsidies and the related bureaucratic 
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nannyisms will work a prompt and significant alteration on the 
culture of Wall Street." Do you agree with that? 

Mr. Levitt. My predecessor, whom I respect £md admire a great 
deal, was much more confrontationeil than I am. Again, it is not my 
primary issue. My issue is again consistent regulation, and I have 
expressed, for administrative purposes, some preference for the af- 
filiate structure. Will western civilization rise or fall on that deci- 
sion? I don't know. Again, I don't want to divert from something 
that I consider to be of much greater importance. 

Mr. ShimkuS. I think why members of the committee may be fo- 
cusing on this is because there seems to be an impression that last 
year it was £m issue which you were concerned about, and if the 
answer is no to this question, or to the view that they may be dif- 
ferent than the position taken last year 

Mr. Leviit. I think the difference is simply that the threat that 
I see to our markets £md to investors in a bill which so blurs the 
line between banking and securities regulation is of such compel- 
ling and immediate importance that it overrides my concern for the 
structural issue. Again, I have some preference for the afdliate 
structure, but that is of a much lower level of concern than the 
other, emd I emi going to stick with that. 

Mr. Shimkus. That answers my question. Or it doesn't — it ad- 
dresses my question, so I will yield back my time, Mr. Chairman. 

Mr. OxLEY. The gentleman's time has expired. 

The gentleman from Michigan wishes to he recognized. 

Mr. DiNGELL. I thank you for that courtesy and I thank you for 
your patience. 

Under the exemptions, Mr. Chairmsm, I note that private place- 
ments would be one of the exemptions. The Fed would be required 
to come up with certain rules, and the Fed, the OCC and the 
Treasury would be required to come up with certain rules with re- 
gard to these matters. Now, private placements Eire kind of pecu- 
liar. First of all, the number of people who can participate in them 
are very small, they have to be highly sophisticated, they have to 
have a lot of money, which m£ikes them presume to be very sophis- 
ticated and smart. But there is much less in the way of protection 
for the rights of the investor in that situation. 

In inst^ces where there are private placements, the rules that 
are now in place under the SEC would not necessarily be in place 
under the new regime under the legislation. The practical result of 
that would be that every one of the placements could essentially 
become private placements playing under the rules which afford 
vastly less protection for the investor. Indeed, zero protection for 
the investor on the assumption that anybody who is silly enough 
to go into one of these private placements would be smart enou^ 
to protect himself and have enough money even if he missed it, 
isn't that right? 

Mr. Levitt. Absolutely. 

Mr. DiNGELL. Now, just one other thing. Your current authori^ 
over private placements regarding suitabOity, disclosure, failure to 
supervise, and the requirements with regard to keeping books and 
records would be sigroiicantly modified as to activities within the 
banks and also as to activities within the wholly owned op-subs, 
isn't that so? 
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Mr. Levitt. That is correct, and I might say that a majority of 
the corporate debt you spoke of before is placed privately. A major- 
ity of corporate debt is privately pleiced. 

Mr. DiNGELL. Not subject to disclosure and not subject to other 
rules to protect the investor; isn't that right? 

Mr. Levitt, Not under this configuration. 

Mr. DiNGELL. Thank you. 

Thank you, Mr. Chairman. 

Mr. OxLEY. The committee wishes to thank both of you for, once 
again, excellent testimony. Afi I indicated when you first arrived, 
we hope this is the last time that you will be here testifying on this 
particular issue, although we welcome you on many issues in the 
future other than financial services modernization. Thank you very 
much. 

Mr. Nichols. Can I make a comment, sir, before we go? 

Mr. OXLEY. Please. 

Mr. Nichols. I hope that as you all move forward on this, that 
you recognize that as we have addressed the issue of banking, we 
have talked about the business of banking, but on this panel you 
have heard from Arthur Levitt whose focus has been on the end re- 
sult, the investor, and my focus has been on the insurance con- 
sumer. As we go through financial modernization, we should allow 
them to commingle, but let us keep that in perspective: that two 
of the pieces of the three-legged stool are very, very critical to the 
ones that are actually investing the money. 

Mr. OxLEY. And two of those legs are under the jurisdiction of 
this committee, so I appreciate your remarks. Again, I thank you 
so much for your testimony. 

The subcommittee will stand in recess for 5 minutes so that we 
can have the other panel come up to the witness table. 

[Brief recess.] 

Mr. OxLEY. The subcommittee will reconvene. I know that we 
have our final panel here, because they have been waitii^ patiently 
all day, since 10 o'clock this morning. So we are pleased to have 
you here. Let me introduce the panel. Mr. Arnold Schultz, Board 
Chairman for the Grundy National Bank fi^jm Grundy Center, 
Iowa; Mr. Mark Sutton, President of the Private Client Group from 
PaineWebber, from Weehawkin, New Jersey; and formerly men- 
tioned and introduced by my colleague, Paul Gillmor, Mr. Craig 
Zimpher, Vice President of Government Regulations, Nationwide 
Insurance Corporation. I agree with most of the things that Con- 
gressman Gillmor said about you. Mr. Scott A. Sinder, partner of 
Baker and Hostetler, a good Cleveland-based firm located here in 
Washington, on behalf of the Independent Insurance Agents, the 
National Association of Life Underwriters, and the National Asso- 
ciation of Professional Insurance Agents of America. 

So gentlemen, thank you all for your patience. It is always dif- 
ficult to be on the last panel, but we thank you for your patience 
£md your understanding. 

Mr. Sutton, I £un going to begin with you, as I understand you 
might have a plane to catch. So let me begin with your testimony. 
After your testimony, again, feel free to stay as long as you can, 
but I xmderstand your commitment as well. 
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STATEMENTS OF MARK B. SUTTON, PRESmENT, PRIVATE CU- 
ENT GROUP, PAINEWEBB&R INC^ ARNOLD SCHULTZ, BOARD 
CHAIRMAN, THE GRUNDY NATIONAL BANK; W. CRAIG 
ZDfPHER. VICE I^IESIDENT, GOVERNMENT RELATIONS, NA- 
TIONWIDE INSURANCE CORPORATION; AND SCOTT A. 
SINDER, PARTNER, BAKER AND HOSTETLER, LLP, ON BE- 
HALF OF INDEPENDENT INSURANCE AGENTS OF AMERICA, 
NATIONAL ASSOCIATION OF LIFE UNDERWIUTERS, AND NA- 
TIONAL ASSOCIATION OF PROFESSIONAL INSURANCE 
AGENTS OF AMERICA 

Mr. Sutton. Thank you very much. I appreciate it. 
Chairman Oxley and members of the aubcommittee, I am Mark 
Sutton, Executive \^ce President of PaineWebber Group £md Presi- 
dent of PaineWebber's Private Client Group. I am also a member 
of the Board of Directors of the Securities Industry Association. 

First of all, let me say I appreciate the opportunity to present 
PeiineWebber's views on H-R. 10 and the Financial Services Act of 
1999. PaineWebber commends you for your efforts and those of this 
subcommittee to enact desperately needed legislation to modernize 
the regulation of the United States financial services industry. 

I manage PaineWebber's retail brokerage business. We have over 
18,000 employees in 300 offices around the United States. Passage 
of H.R. 10 is essentifd to providing PaineWebber and the entire se- 
curities industry fair access to compete globally and nationally. 
This is a dynamic time in the fmancijil services industry with the 
demographic shifts in the aging baby boomers and the increasing 
numbers of companies changing their pension plans from defined 
benefit to defined contribution. Each of^ these actions contribute to 
the creation of 50 million individueil pension plan managers, "niese 
significant domestic shifts, along with global competitive chal- 
lenges, present the platform for my appearance today, urging you 
to pass H.R. 10 this year. 

Mr. Chairman, my message is simple. The securities industry 
strongly supports financial services modernization and urges this 
subcommittee, the Commerce Conunittee, the House, and uie Sen- 
ate to pass it promptly. 

tiast year, the House capitalized on a unique opportunity for the 
passage of financial services modernization legislation wl^n large 
segments of the hanking, securities and insurance industries were 
able to reach a series of compromise positions on issues that had 
previously divided them and that had previously prevented legisla- 
tion from being enacted. We beUeve the opportunity created last 
year for passage of financial services legislation still exists, and we 
urge the House to act swiftly to pass this legislation. 

PaineWebber believes that there is more than one approach to 
modernize the regulatory framework for the financial services in- 
dustry. For the securities industry to support the legislation, it 
should satisfy three fundamental principles: first, maintaining 
functional regulation; second, providing a two-way street; and fi- 
nally, fostering competition without Federal subsidies. For the leg- 
islation to be successful, it should incorporate the compromise pro- 
visions agreed to by industry and also by Members of Congress. 
These provisions, particularly the functional regulation of bank 
irities activities are not only good public policy, but they also 
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remove the disagreements that have derailed this legislation msiny 
times in the past. Today, financial institutions are tiiSliating with 
one another at an accelerating speed under a regulatory system 
that was intended to ban such affiliations. In the last 2 years, 
banks have acquired more than 50 securities firms. Mergers and 
acquisitions are occurring in spite of significant and anticompeti- 
tive regulatory obstacles. 

For example, currently, banks can acquire securities firms while 
securities firms generally cannot acquire commercial banks. The fi- 
nancial services industry will continue to evolve in response to cus- 
tomers' demands, but it is simply not desirable, nor possible, to 
maintain the status quo. The fiindamental policy question for Con- 
gress is not whether these affiliations should occur, but what regu- 
latory systems should govern the combined entities. Surely it 
should not be the current patchwork regulatory structure that 
gives some financial institutions unfair and irrational competitive 
advantage over others. 

PaineWebber supports key provisions of H.R. 10 because they go 
a long way toward meeting the three principles upon which any 
new financial legislation should be built. The first principle, func- 
tional regulation, would require one regulatory agency to apply the 
same set of rules to the same activi^ engaged in by any financial 
institution regardless of the type of financi^ institution it may be. 
Under H.R. 10, most securities activities would be performed out- 
side of a bank, except for a small number of carefully defined secu- 
rities activities that traditionally have been conducted in banks 
with the benefit of SEC, SRO, and State securities regulation. 

After years of negotiation, the securities and banking industries 
developed a set of functional regulation provisions that permitted 
banks to continue to engage in certain securities activities that 
banks had traditiouEilly provided to their customers as an adjunct 
to their banking services, but that required fijll-scale brokereige op- 
erations be conducted outside of the bank in an SEC- and NASD- 
regulated brokerage affiliate. Notably, PaineWebber is not aware of 
any significant opposition in either the bjuiking or the securities in- 
dustries to these fijnctional regulation provisions. PaineWebber 
supports the strong regulation provisions in H.R. 10. 

Second, the legislation generally provides for a two-way street by 
permitting securities firms, insurance firms and banks to fi«ely af- 
filiate with one £mother on the same terms and conditions and to 
engage in any activity that is financijil in nature. 

Third, PaineWebber supports the holding compemy affihate struc- 
ture. But importantly, H.R. 10 allows for me SEC to regulate secu- 
rities activities whether they are conducted in an affiliate under a 
holding company structure or in an operating subsidiary of a beuik, 
PaineWebber believes that this would, at a minimum, ensure that 
securities activities are regulated by the appropriate experienced 
authority. 

Mr. Chairman, in the last session, PaineWebber supported H.R. 
10 and worked actively to pass it. The bill presented a series of 
compromises by every sector of the financial services industry. We 
supported the bill because we were, and we are, committed to 
maintaining the delicate consensus compromise that emerged 
£unong all of the particip£mts. PaineWebber has worked with you, 
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Chairman Oxley, members of this subcommittee, others in Con- 
gress and many in the financial services community to reach a 
number of the compromise positions that are reflected in H.R. 10. 
The progress we have made c£innot be overstated. Passage of the 
financial services modernization legislation is vital to maintaining 
the global competitiveness as well as the financial products and 
services for our individual customers, 

Mr. Chairmsm, we look forward to working with you, members 
of your subcommittee, as well as the House, Senate and adminis- 
tration to enact financial services legislation reform this year. 
Thank you. 

[The prepared statement of Mark B. Sutton follows:] 



Chairman Oxley and members of the Subcommittee, I am Matk B. Sutton, Presi- 
dent Private Client Group, PaineWebber Group, Inc. I am also a member of the 
Board of Directors of the Securities Industry Association. I appreciate the oppoi^ 
txinity to present the views of PaineWebber on H.R. 10, the Financial Services Act 
of 1^9. PaineWebber commends you for your efTorts Mr. Chsirman, and those of 
dtis Subcommittee, to enact desperately neieded legislation to modernize the regula- 
tion of the United States finnwrial services indusW. PaineWebber is optimistic that 
this year Congress vrill pass, and the President will sien into law, widely supported 
financial services modernization l^islation. We look iorward to working wiui you 
and m^nbers of this Subcominitt«e to achieve this result 

1 manage PaineWebb^s entire retail brokerage business. We have over 7000 fi- 
nancial advisors and over 300 ofGces around the United States. Passage of H.R. 10 
is essential to providine PaineWebber and the entire securities indust^ fair access 
to compete globally and nationally. This is a dynamic time in the financial services 
industry with the demographic shifts in the aging baby boomers and the increasing 
shifts in companies' pension plans from defined benefit to defined contribution in 
effect, contributing to the creation of SO miUion individual pension plannen. These 
signiiicant domestic shifts, along with global competitive challenges, present the 
platfonn for my appearance todayin urging you to pass H.R 10 this year. 

M^ message toda^ is simple. The securities industry strongly supports financial 
services modernization l^islation and urges this Subcommittee, the Commerce 
C<nninittee, the House, and the Senate to pass it promptly. Last year, the House 
capitalised on a unique opportunity for the passage of finandat services modemiza- 
tiiHi l^islation when large s^ments of the banking, securities and insurance indus- 
tries were able to reach a series of compromise positions on issues that previously 
had divided them. We believe the opportunity created last year for passage of finan- 
cial services modernization Ic^lation still exists, and we urge uie House to act 
swiftly to pass l^dslatioQ this session. 

PaineWebber snares the concerns of certain members of this Subcommittee that 
H.R. 10 has flaws. But reform qI aviating financial services r^iulations must be 
viewed in a realistic context After more lAan €0 years of operating under the cur- 
rent regulatory structure, banks, thrifts, insurance companies and agents, securities 
firms, consumer groups, financial services regulators, executive agencies and others 
have legitimate, competing and often conflicting views of how the financial services 
industry should be regulated. Due in part to the large number of competing inter- 
ests, financial services modernization legislation has stalled in every congressional 
session in recent memory. In this environment, no bill can be "perfect," because each 
bill will represent a compromise in which each industry may get some, but not all, 
of its favoned solutions. It, therefore, is left to Congress to resolve these competing 
interests and develop l^istation that is in the national interest. 

Under the current regulatory system, banks are rapidly acquiring securities firms 
and banking regulators are being forced to devise new ways to regulate and super- 
vise their bank securities affiliates — a role previously the exclusive domain of the 
Securities and Exchange Commission (SBC). Neither seciuities customers nor tiie 
financial services industry benefits ftaai tiie ad hoc and duplicative regulatory 
scheme that has developed. And the longer regulators debate ever finer points of 
jurisdiction and competing regulator schemes, the more deeply and pennanenUy 
entrenched the banking industry and r^rulators become in the securities industt;. 
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The regulatory system under H.R. 10, warts and all, is significantly superior to the 
current system for financial services consumers and firms alike. 

Congress has the opportunity to build upon the momentuni generated last year 
and act swiftly to pass legislation. To lose this opportunity would be highly unfortu- 
nate for the financial servicea induatry, which is laboring under an antiquated and 
often counternroductive regulatory system. Moreover, it would be a loss for the 
American public, who, as consumers of financial products and services, are not re- 
ceiving the benefits of competition and innovation that would result frina financial 
services modernization legislation. 

The need for prompt financial services modernization l^slation is compelling. As 
I mentioned earlier, today financial institutions are affiliating with one another at 
a dizzying speed. What's more, these affiliations are occurring under a statutory sys- 
tem that onginally was intended to ban such affiliations. These affiliations are the 
result of ad hoc decisions by banking regulators that have permitted banking orga- 
nizations to acquire securities firms, while securities firms generally remain prolii)>- 
ited from acquiring commercial banks. This is the case, because, under current law, 
if a securities firm were to acquire a bank, the combined entity would become sub- 
ject to the Bank Holding Company Act and the Glass Steagall Act, even though 
these laws were not designed to accommodate many of the ordinary and customary 
activities of securities firms Isuch as securities underwritinB and dealing, the dis- 
tribution of mutual fitnds, merchant banking, venture capital, commodities and var- 
ious other activities). Also, many of the current restrictions on bank affiliates were 
imposed prior to the invention of computers, fax machines, ATMs, the Internet, and 
various other technological innovations that have transformed the financial services 
industry. Statutory impediments more than 60 years old make little sense in todays 
technoltwically sophisticated highly competitive and global financial world. 

Still, financial services providers continue to affiliate under the current regulatory 
framework, despite outdated restrictions that unfortunately increase the cost of af- 
filiations and limit the competitiveness of the combined firms. In the last two years, 
banks have acquired more than 50 securities firms. Financial services firms affiliate 
in response to their customers' and clients' demands and to remain competitive in 
the financial marketplace. The financial services industry will continue to evolve re- 
gardless of whether financial services modernization legislation is enacted. It is sim- 
ply not desirable or possible to maintain the status quo. The fundamental policy 
question for Congress is not whether these affiliations should occur, but what regu- 
latory system should govern the combined entities. Surely, it should not be the cur- 
rent patchwork regulatory scheme that gives some financial institutions unfair and 
irrational competitive advantages over other financial institutions, PaineWebber be- 
Ueves these combined entities should be regulated under a system similar to that 
contemplated under H.R. 10. Providing financial services in ninctionally regulated 
entities that may affiliate with one another in a holding company structure wiil en- 
hance the competitiveness of all financial services firms, ensure investor protection, 
and assure the appropriate level of protection for depositors and the deposit insur- 

The U.S. securities industry is perhaps as competitive as any industry in the 
world. It is in part a result of that competition — including the ability to afSliate 
with entities other than banks — that the U.S. capital markets are the world's lai^- 
est and most liquid. In the securities markets, one need only look at the vast choices 
in products, services, providers, and methods of compensation to see how competi- 
tion has greatly benented investors. Consumers can invest in stocks, bonds, and 
thousands of mutual funds. They can choose a full-service provider or a financial 
plaiuier to receive advice on managing their assets. More independent and knowl- 
edgeable investors can use a discount firm to execute their transactions. Alter- 
natively, consumers can make their trades electronically over the Internet for a frac- 
tion of the cost of just a few years ago. Investors can choose to compensate their 
broker in a traditional conunission arrangement, a fiat-fee basis, or as a percentage 
of assets under management. These changes greatly benefit investors and are the 
direct result of a highlv diverse, competitive industry that is willing and able to in- 
vest the capital needed to meet the demands of its customers. Passage of financial 
services modernization lenslation would bring the benefits of competition, including 
cost savings estimated at $15 billion over three years, to the entire finandal services 
marketplace. 

Mr. Chairman, PaineWebber generally supports H.R. 10 for several reasons. 

First, H.R. 10 has an appropriate definition of "financial in nature," which gov- 
erns the tyiies of activities in which financial holding companies may engage. Per- 
missible activities also would include activities that are incidental or comprementary 
to activities that are financial in nature, in order to permit securities, insurance and 
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other types of financial services firms to continue providing long-standing and im- 
portant services to their customers. 

Second, H.R, 10 would create a new regulatory structure that would enhance the 
competitiveness of financial services firms by permitting securities firms, insurance 

lies, and banks to freely affiliate in a holding company structure. This would 

e competition between financial services firms, thus reducing costs and giv- 
ing consumers more choices. It also would help the U.S. financial services industry 
maintain its preeminent status in the giobal economy. Under H.R. tO, the holding 
company would be regulated by the Federal Reserve Board. Each of the subsithary 
financi^ institutions engaging in a securities business would be registered as B 
broker-dealer and would be functionally regulated by the SEC, Uiereby bolstering 
investor protection and fair competition. 

Third, H.R. 10 would give customers more choices. Many individuals and cor- 
porate customers worldwide are demanding to have all their financial needs met by 
a single firm. The ability of securities firms, insurance companies, and banks to af- 
filiate would allow a sii^e financial services firm to meet those needs. Individuals 
could choose a full-service provider becaiase they value something as simple as a sin- 
gle monthly statement showing their checking account balances, securities holdings, 
retirement account investments and insurance policy values. 

Fourth, the legislation generally provides for a two-way street, by permitting secu- 
rities firms, insurance companies, and banks to fi'eely affiliate with one another, on 
the same t«rms and conditions, and to engage in any activity that is financial in 

Fifth, H.R. 10 would create wholesale financial institutions ("WFIs"), which are 
banks that do not accept deposits that are insured by the federal government — that 
is, they generally do not accept deceits under $100,000. WFIs would provide com- 
mercial banking services to institutional customers without imposing any risk to the 
bank insurance fiind or U.S. tazpayetB. 

Significantly, the l^slation would require each financial institution to be func- 
tionsJly regulated. One regulatory agency should apply the same set of rules to the 
same activi^ engaged in by any flnaneial institution, reetirdlesa of the type of insti- 
tution it may be. PaineWebber strongly believes that tiie SEC, the securities self- 
regulatoiy organizations ("SROs^ ana the state securities regulators should oversee 
securities acUviUes refDudless of what entity performs those activities. Similarly, 
the apprmriate federal or state-banking regulator should regulate banking activi- 
ties, and the appropriate state insurance re^iIatOT should regulate insurance activi- 

Punctional regulation assures that the most knowled^able regulator is super- 
vising a financisJ services institution's diverse activities. In the securities maiketa, 
all participants would be equaUy subject to the principle of complete and fiill disclo- 
sure and regulation by the SEC and SROs. The guidmg principle of disclosure pro- 
tects investors, encourages innovation, and promotes fau- markets. Indeed, und^ 
this regulatory structure, the U.S. capital markets have set the global standard for 
integri^, liquidity, and fairness. Investors understand the protections they are af- 
forded and market participants understand their obligations. 

Moreover, functional regulation eliminates regulatory discrepancies and the re- 
sulting competitive advantages between financial services firms engaging in the 
same activities. Under H.R. 10, aU securities activities would be performed outside 
of a bank, with the benefit of SEC, SRO and state securities administration r^ula- 
tion, except for a small number of carefully defined securities activities that tradi- 
tionally have been conducted in banks. 

After ^ears of negotiation, the securities and banking industries developed a set 
of functional regulation provisions (1) that permit banks to continue to engage in 
certain limited securities activities that banks traditionally have provided to their 
customers as an adjunct to their banking services, but (2) require aU other securities 
activities be conducted outside of the bank in an SEC- and SRO-r^ulated brokerage 
affiliate. Notably, PaineWebber is not aware of any significant opposition — in either 
the bankii^ or securities industries — to these functional regulation provisions. 
PaineWebber supports H.R. 10 in part because it incorporates the functional regtUa- 
tion provisions. 

I would note that PaineWebber supports the holding company/affiliate structure. 
Importantly, however, although H.R. 10 allows for securities activities to be con- 
ducted in an operating subsidiary of the bank, the SEC is expresslv authorized to 
r^ulate the securities activities of the operating subsidiary, as well as to regulate 
such activities if conducted elsewhere in Uie holding company. PaineWebber believes 
that this ensures that securities activities are regulated by the appropriate, experi- 
enced authority-the SEC, the National Association of Securities Dealers, Inc., New 
Yoik Stock Exchange, and other securities regulators. 
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Mr. Chairman, last session PaineWebber and many other securities Srms sup- 
ported H.R. 10 and worked actively to pass it That bill, while not perfect, rep- 
resented a series of compromises by every sector of the financial services industry. 
Although there were a number of provisions that PaineWebber believed could be im- 
proved, we supported the bill because we were committed to maintaining the deli- 
cate compromise that had achieved consensus among all the participants. H.R. 10 
represented a fair and thoughtful approach to balancing the competing interests of 
a wide range of financial services providers and regulators, and it is a vast improve- 
ment over our current regulatory system. 

PaineWebber remains committed to woricing with the Commerce Committee to 
pass a consensus version of H.R. 10. However, if changes are to be made to the bill, 
we recommend the following: 

• Increasing securities firms' ability to affiliate. Securities firms, insurance compa- 

nies, and other diversified financial firms currently may affiliate with non-fi- 
nancial firms, PaineWebber believes that financial services modernization legis- 
lation should reflect current market practices and permit commercial affiliations 
to continue. Existing commercial affiliations have not weakened securities, in- 
surance, and other financial services firms, and there is no reason to believe 
that permitting banks to similarly affiliate with commercial companies will en- 
danger banks. Indeed, the experience under the unitary thrift charter, which 
currently permits commercial firms to own or affiliate with a thrift, is powerful 
empirical support for this view. 

• Broadening the description of permissible merchant banking activities to assure 

that current market practices are not inadvertently restricted. For example, be- 
cause of the restrictions in H.R. 10 against a securities firm becoming involved 
in a company's day-to-day management operations, the securities firm might be 
unduly limited in its ability to interact with the management of a company it 
a«]uired in a merchant banking transaction. Similarly, the securities firm 
might be required to divest that company in a "fire sale" because of the bill's 
restrictions on the length of time the company could be owned. 
PaineWebber has work^ with you, Mr. Chairman, members of this Subcommit- 
tee, others in Congress, and many in the financial services communitv' to reach a 
number of the compromise positions that were reflected in H.R. 10. The progress 
we made cannot be overstated. Passage of financial services modernization legisla- 
tion is vital to the financial services industry in general and to the securities com- 
munity in particular. 

Mr. Chairman, we look forward to working with you, members of your Sub- 
committee, as well as the House, Senate, and Administration to enact financial serv- 
ices reform legislation this year. 

Mr. OxLEY. Thank you, Mr. Sutton. 

Let's go now to Iowa and hear from Mr. Arnold Schultz. 

STATEMENT OF ARNOLD SCHULTZ 

Mr. SCHULTZ, Thank you, Mr. Chairman, members of the com- 
mittee, I am Amie Schultz, Chairman of the Grundy National 
Bank, a $106 million community bank in Grundy Center, Iowa. We 
have been in business since 1934, serving the consumer, business 
and agriculture needs of our community. Thank you for giving me 
the opportunity to share my views on the financial reform legisla- 
tion currently before your committee. 

You asked that I testify on the operating sub issue. Let me say 
I support the position of Fed Chairman Alan Greenspsm that risky, 
new activities that are authorized under this hill should be pushed 
out into separate capitalized affiliates of the holding company. 
Chairman Greenspan argues that the holding company structure is 
superior for two reasons. One of those reasons is to minimize the 
Federal subsidy arising from the Federed safety net that would flow 
to operating subs. The second is to protect the ssifety and sound- 
ness of our banking and financial system. I will limit my comments 
today to the safety and soundness issue. 
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One of the consequences of this bill will be for the emergence of 
large financial conglomerates. For example, a large commercial 
bank could merge with a securities finn that deals in derivatives 
which, in my judgment, is a risky line of business. If an op-sub in- 
curred a rapid loss of capital from its derivative activities, it would 
immediately put pressure on the commercial bank to come to its 
rescue. The same reasoning applies to risky merchsmt banking ac- 
tivities. If trouble arises, and if the bank was also too big to fail, 
the Federal Reserve discount window would likely feel the pressure 
first, followed by the FDIC and ultimately, depending upon the size 
of the institution, the taxpayer. 

Protection of the Federal safety net is crucial and is best served 
by the holding company structure. Shielding risky activities from 
the bank will provide maximum protection for the deposit insur- 
fmce fund. 

I would hate to see the feiilure of a laige multinational bank jeop- 
ardize the solvency of the FDIC Fund because of its involvement 
in risky, nontraditional bank activities. As a community banker 
who is not protected by the "Too Big To Fail" doctrine, deposit in- 
surance is the lifeblood of my operation. The bill that was reported 
out of the House Bemking Committee would give the Fed some 
oversight over op-sub activities, but it doesn't provide maximum in- 
sulation of risky activities from the core bank and from the Federal 
safety net, as would the holding company structure. 

Mr. Chairman, I would like to also briefly comment on the uni- 
tary thrift issue, which is a major significant public policy issue 
that risks getting lost in the shuffle as the most powerful men in 
the world ftght over CRA and op-sub. How this issue is resolved 
will have a profound impact on our future economic and financial 
structure and on our diversified financial system. 

Under current law, there are no restrictions on what a unitary 
thrift company can own or who can own a unitary thrift, including 
commercial firms. The case against mixing banking and commerce 
is well established. 

Taking this issue to the community banking level, if a bank such 
£is mine owned a grocery store, why would I want to lend money 
to someone else who wsmted to open a competing grocery store in 
our community? While the bill before you partially closes the uni- 
tary thrift holding company loophole by prohibiting the chartering 
of new unitaries owned by commercial firms, it fails to close the 
loophole completely and allows each of the 600 or so grandfathered 
unitary thrifts, most of which are not currently owned by commer- 
cial companies, it allows them to be acquired by commercial firms. 

Chairmsm Greensp2ui has warned that these kinds of affiliations 
pose serious safety and soundness hazards. We believe it, and I 
think I heard Secretary Rubin state this morning that he would 
also concur. I believe strongly that the unitary thnfl holding com- 
pany loophole should be closed, and that grandfathered unitaries 
should not be allowed to be acquired by commercial firms. 

Finally, Mr. Chairman, my written testimony spells out my con- 
cerns with the insurance langu£ige in the House Banking Commit- 
tee version of H.R. 10. Community banks like mine will be facing 
cross-marketing competition from financial conglomerates like 
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Citigroup and it is important that our ability to retail insurance 
products not be undermined. 

Mr, Chairman, that concludes my testimony. Thank you for the 
opportunity to present my views. I would be pleased to respond to 
questions at a later time. 

[The prepared statement of Arnold Schultz follows:] 



Hr. Chairman, Members of the CommitUe, my name is Arnold Schulti, and I am 
Board Chainnan of The Grundy National Bank in Grundy Center, Iowa. 1 am alao 
president and CEO of GNB Bancorpotation, a two-bank holding company that owna 
100 percent of Grundy National Bank and Ackley State Baiu, a state-chartered 
bonk in Ackl^, Iowa. Both banks have multiple-line insurance agencies. In addi- 
tioa, Ackley State Bank recenUy formed an operating subsidiary that purchased 
Kaatendick and Associates, whiui holds a general agents contract for the sale of 
Blue Cross and Blue Shield health insurance products directly and through 20 sub- 
agents in Iowa. 

My bank, which is located in a fanning community of 2,600 people in central 
Iowa, has approximately $106 million in assets and £85 million in deposits. We have 
two branches and 37 full time empl<^ees. We have been in business, serving the 
GODBumer, business and agricultural needs of our community, since 1934. 

Tlumk you for giving me this opportunity to ahare my views on the financial n- 
fi»m legidation currently before this Committee. By way of background, I have just 
completed my second 3-year term as a member of uie Board of the Federal Reserve 
Bank of Chicago — an elected position. I am also the fu^t community banker to serve 
on FASAC, the advisory coimcil to FASB, and 1 am the present chairman of the 
Bank Operations Committee of the Independent Community Bankers of America 
aCBA). 

You asked that 1 testify on the operating subsidiary issue, that is, what activities 
are appropriate to be conducted in an opersting subsidiaiy of a national bank, ver- 
sus wiut activities should be pushed out Into an affiliate of the bank's holding com- 
pany. I would be pleased to respond to this issue, and share with you my views on 
several other aspects of the legislation that is before you, H.R. 10, the Financial 
Services Act of 1999. 
Op^ub Issue 

Mr. Chairman, I support the position of Federal Reserve Board Chairman Alan 
Greenspan that new, nsky activities — those other than agency activities that are 
not now permissible for national banks but would be authorized under this bill — 
should be shielded as much as possible from the national bank itself and conducted 
in a separately capitalized affiliate of the holding company. 

The formation of a holding company is not that difficult and, in my case — like 
many other community banks — it was done originally for the purpose of maintaining 
a market for company stock which enables us to continue to operate as a locally 
owned community bank. 

Chairman Greenspan argues that the holding company structure is superior for 
two reasons— to minimize the federal subsidy arising from the Federal safety net 
that would flow to operating subsidiaries, thereby creatii^ a competitive advantage 
over non-bank entities; and to protect the safety and soundness of our bankii^ and 
financial system. 

Mr. Chairman, I do not feel qualified to comment on whether or not the sovereign 
credit of the United States produces a subsidy that would accrue to an operating 
subsidiary to the competitive detriment of other corporate structures. There appears 
to be some disagreement on this subject. 

As a national banker, I am more qualified to make observations on whether or 
not these risky new activities would pose a safety and soundness problem to the 
bank. 

One of the consequences of this bill will undoubtedly be the emergence of more 
very large financial conglomerates combining various elements of the financial serv- 
ices industry and more cross- financial services industry mergers generally. For ex- 
ample, a la^e commercial bank could merge with an insurance company underwrit- 
ing prt^r^ and casualty insurance and a securities firm that deals in derivatives. 
loBinvnce underwriting and derivatives are very risky activities. If either the insur- 
ance component or the aetnirities component got into Snancial trouble, it would im- 
mediately impact the commercial bank component that is in the universal bank 
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structure, and put pressure on the commercial bank to directly fund the ii 
and securities departments out of their difficulties. In the event of failure or too- 
big-to-fail rescue, this would put immediate pressure on the federal safety net The 
Federal Reserve discount window would likely feel the pressure first. Then, the 
FDIC would feel the pressure, and ultimately— depending on the size of the too-big- 
to-fail institution — the taxpayer. 

In these situations, we believe it is imperative to build in maximum insulation 
of the risky activities from the bank component of the financial conglomerate. The 
holding comnany structure does this. 

If the risky activities were conducted in an operating subsidiary of a universal 
bank structure, the threat to the bank is even greater. Any losses experienced in 
the subs would impact the bank's capital. By contrast, losses incurred by a holding 
company affiliate would not impact the bank's capital. Thus, the holding company 
structure better insulates the bank. 
Deposit Insurance Protection 

Protection of the deposit insurance fund is and will remain the top priori^ of all 
community bankers. As a community banker who is not protected by the too-big- 
to-fail doctrine, deposit insurance is tne lifeblood of my operation. 

Community banking is not what it was 30 years ago, when in many communities 
the only place to invest your money was in the local oank. Today, we compete with 
tax-free credit unions and farm credit associations, with mutual fiinds you can buy 
over the Internet, with Edward Jones offices in virtually eveiy small community 
that soon may be offering a full array of banking services under its unitary thrift 
charter, and with a public equities market that has not faced a real down market 
in more than a decade. 

We pay an insurance premium for deposit insurance and we would differ with 
Chairman Greenspan that there is a subsidy. It would damage the FDIC and be a 
misuse of banker premiums to stretch the deposit insurance safety net to cover 
losses of merchant banking or securities underwriting subsidiaries that threaten to 
bring down a universal bank. 

The bill that was reported out of the House Banking Committee and is before you 
now would permit an operating subsidiary of a national bank to engage in any 
banking activity, and in any activity that is financial in nature or incidental to fi- 
nancial in nature, except insurance underwriting and real estate development. Re- 
quiring, as the bill does, that a bank over $10 billion in assets must have a holding 
company if it wants to engage in financial activities through an op sub, does give 
the Federal Reserve some oversight over the entire entity. But this doesn't provide 
maximum insulation of merchant banking and securities underwriting activities, 
and losses from the core bank, as the holding company structure would. 

The House bill also provides the Federal Reserve sole authority to prescribe regu- 
lations and issue inteniretations regarding merchant banking activities. The bank 
I am associated with does not engage in merchant banking activities, but my gut 
instinct tells me that these are risky indeed. And one must look with great concern 
at the Senate Banking Committee bill which permits commercial banks to hold in- 
definitely the securities of a commercial firm underwritten by a different component 
of a financial conglomerate while operating the commercial firm on a daily basis. 

Again, allowing such activities tlu-ough a universal bank structure brings them 
that much closer to the federal safety net. I would much prefer to see the bill 
amended to push all risky new activities, including merchant banking and non-gov- 
ernment securities underwriting, into a separately capitalized affiliate of the holding 
company, thus providing maximum insulation of the safe^ net, including the de- 
posit insurance fund. This is Chairman Greenspan's position and we support this 
position. 

Down the road, small national banks like mine could become interested in under- 
writing local government issues directly from the bank — but I don't believe this de- 
tracts &om my strong support of Chairman Greenspan's position. 1 also applaud the 
initiatives of the OCC in Drii^ng about a heightened awareness of the opportuni- 
ties afforded banks by forming operating subsidiaries for activities that do not pose 
safety and soundness problems. 
Mixing Banking and Commerce 

Mr, Chairman, with your indulgence I would like to briefly comment on two other 
provisions in the bill that trouble community banks greatly. The first is the mixing 
of banking and commerce. This is an enormously Bu^ificant public pohcy issue that 
risks getting lost in the shuffle as the most powerful men in the world fight over 
CRA and the operating subsidiary. How this issue is resolved will have a profound 
impact on our economic and financial structure, which is the envy of the world, and 
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ir diversified financial system which has created the remarkable small busiaess 
structure of our Nation. 

The case against mudng banking and commerce is well established, with both 
Chairman Greenspan and Secretary Rubin, in congressional testimony earlier this 
year, raising serious concerns about eroding the w^s separating banlung and com- 
merce. Allowing the common ownership of banks and commercial firms could lead 
to "crony capitalism," and undermine the impartial allocation of credit, which is the 
finindation upon which our financial system is based. Taking this issue to the com- 
munis bankmg level, why would a bank that owned a grocery store want to lend 
money to someone who wanted to open a competing grocery stoiy in the community? 
Credit must be allocated impartially and on ment— not on the basis of ownership 
considerations. 

There are two ways in which banking and commerce can be mixed. The first is 
through a "commercial basket," which would allow banks to acquire a "basket" of 
commercial holdings with certain restrictions based on asset size or earnings. Wise- 
ly, this concept was rejected by the full House and the Senate Banking Committee 
last year and has not been reincarnated in this legislation. It was, unfortunately, 
kept very much alive in the merchant banking language in this year's Senate Bank- 
ing Committee bill. 
Unitary Thrift Holdirig Company Loophole 

The second wav in which banking and commerce can be, and is, mixed, is through 
the unitary thrift holding company loophole. Under current law, there are no re- 
strictions on what a unitaiy thrift holding company can own, or who can own a uni- 
taiy thrift, including commercial firms. This, of course, runs counter to the prohibi- 
tion against bank and commercial affiliations, despite the fact that there is very lit- 
tle difference between a bank and a thrift. 

While the bill before you partially closes this loophole by prohibiting the charter- 
ing of new unitaries owned by commercial Orms, it fails to close the loophole com- 
pletely and allows each of the 600-or so grandfathered unitaiy thrifts (most of which 
are not currently owned by commercial companies) to be acquired by commerdat 
firms. Equally troubling is the fact that under the bill, there are no restrictions on 
who could buy what unitary, leaving open the possibility, for example, for a laree 
comjneicial firm to buy Washington Mutual, the largest unitaiy thrift in the world. 

Chairman Greenspan has warned that these kinds of afBliations pose serious 
safety and soundness hazards. We believe Secretary Rubin concurs. In the current 
stroi^ economic climate, commercial firms have shown considerable interest in get- 
ting into the banking business. But we all know that this boom period will not last 
forever. Commercial firm ownership of banking could have negative consequences in 
the future because of their lack of experience in assessing credit and other bank- 
related risk. Again, let's not follow the failed paths of Japan and other Pacific Him 
nations. 

I believe strongly that the unitaiv thrift holding company loophole should be 

dosed completely and for good. Grand"-" ■' — '* ' — '^ — •^- -" J •- i— 

acquired by commercial firms. 
Diacrirmnalory Insurance Provisions 

I also would like to comment briefly o 
islation. A fair reading of the ii 



tising, to rules governing the payment of commissions, to where a customer's files 
may ne kept in a bank. In addition, the bill provides that a state may impose any 
other restrictions on insurance sales in banks that are no more burdensome than 
these 13 "safe harbors." 

These "safe harbors" will have the effect of making it very difficult for a national 
bank to get into, or remain in, the insurance business. It seems to me that in to- 
day's finantdal world, where regulators have authorized the common ownership of 
Citicorp and Travelers, such restrictions are not only anti-competitive, but also ab- 

We also note that without judicial deference being accorded to the OCC (just as 
it is any other federal agency), any challenges relating to interpretations of how fii- 
tute state laws impact national banks could end up in the courts for years. 

What banks get in return is a shell of the Bamett standard. We get a "non-dis- 
crimination" standard that applies only if state laws expresslv distinguish and dis- 
criminate against depository institutions, have a "substantially more adverse" im- 
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pact on banks, or if the state law "effectively prevents" the bank &om selling insur- 
ance. 

This is what Comptroller of the Currency John Hawke had to say about these pro- 
visions at a recent banking convention: 

"One of the most controversial issues in the financial modernization legisla- 
tion has arisen from the efforts of the independent insurance agents to burden 
banks with restrictions that would encumber their ability to sell insurance as 
agents in a free and competitive maricetplace. And the most recent formulations 
of those efforts have been embodied in H.R. 10 and they include a list of so- 
called sale harbors — 13 paragraphs describing areas in which states will be &ee 
to discriminate against banks with impunity. We think that banks should be 
treated on a completely non-discriminatory basis with respect to the sale of in- 
surance — they shouldn t be treated differently from any other individual or en- 
tity licensed to sell instirance in the state. And we certainly should not tolerate 
laws that prohibit bank-related entities from selling insurance and as I'm sure 
you know that Comptroller of the Currency's office has taken a vigorous posi- 
tion on that issue in litigation. But this legislation would essentially empower 
the states — state legislatures — to adopt with impunity legislation that discrimi- 
nates against banks . . .' 
Most banking lawyers agree with Comptroller Hawke's interpretation. 
Mr. Chairman, selling insurance as an agent is not a risky activity. We are not 
talking about underwnting insurance and assuming the actuarial risks. We are 
talking al)out selling a policy across a counter for a fee. Many community banks, 
like mine, already struggling to maintain their core deposits and compete with tax- 
firee credit unions and farm credit associations, will want to get into this activity 
to diversify their earnings if they are not already there. And our getting into the 
business is very pro-competitive and pro-consumer in the emerging world where any 
large insurance company will be able to own a bank and CTOSS market all its prod- 
ucts. But if the language in this legislation remains intact, insurance sales in banks 
will be in real jeopardy in many states. 
Closing 

Mr. Chairman, that concludes my testimony. Thank you, again, for the oppor- 
tunity to present my views. I would be pleased to respond to any questions. 

Mr. OXLEY. Thank you, Mr. Schultz. Thank you for coming all 
the way from Iowa for this. 
Mr. Zimpher. 

STATEMENT OF CRAIG W. ZIMPHER 

Mr. Zimpher. Mr. Chairman, members of the subcommittee, 
thank you very much for the opportunity to be here today. This is 
the second opportunity and privilege I have had to appear before 
your committee on this important issue. So on my behalf and 
Natlonwide's behalf, we appreciate the opportunity for input today. 
I just trust that today's experience and prior ezperiences will not 
prove to be the victory of hope over experience, nowever, on final 
enactment and passage and enactment of H.R. 10, which we cer- 
tainly are pleased to endorse today and endorse and support your 
efforts, 

Mr. Chairman, my testimony has been submitted and I am going 
to try to just very briefly summarize a couple of key points in that 
testimony that we are interested in. 

First, as we testified last year and we want to do again today, 
is our strong support and belief in the issue of functional regulation 
which you have heard a great deal about already by preceding wit- 
nesses and testimony. My predecessor on the prior panel, Mr. Nich- 
ols and his organization, the NAIC, outlined what could be serious 
consequences if functional regulation were eroded, or if it were 
eroded by this bill. 

We would certainly agree with their testimony and support any 
effort to prevent that. As a matter of fact, on page 10 of our testi- 
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mony, we make the statement that to exempt, either advertently 
or inadvertently, insurance offered by banks from State regulation 
would be unsound and counterproductive to protecting consumers 
of insurance products. 

Just as important as we believe functional regulation is for level- 
ing the playing Held through which and on which various financial 
products will ultimately be offered by different industries, we be- 
lieve there are very strong and compelling consumer protection in- 
terests to continue the regime of State-based insurance regulation. 

Several instances come to mind, Mr. Chairman, Those safeguards 
include market-conduct examinations conducted by every State in- 
surance department; triennial financial and solvency examinations 
conducted of all companies by departments; the applications of feiir 
claims practice laws; guarantee funds in place in every State for 
bot^ jnvperty casualty and life insurance pohcies for payments in 
cases of insolvencies; Ucensing and continuing education require- 
ments for agents; consumer complaint and inquiry resolution proce- 
dures in place in all 50 States; and policyholder surplus investment 
regulations and supervision in place in all 50 States. So we strong- 
ly encourage the continuation of functional regulation by State in- 
surance depiu-tments as it relates to the delivery — to the manufac- 
turing and delivery of insurance products. 

Second, Mr. Chairman, we would encourage the subcommittee to 
maintain the holding company structure that is contained in H.R. 
10 for mutual companies such as Nationwide. As it is currently 
structured and governed, this is the only practical governance 
structure for them to participate under the bill s affiliation opportu- 
nities if it were to become law and avoid the dilemma of dual regu- 
lation, both at the State and the Federal level. 

Mr. Chairman, I will just conclude my comments there, and 
again I appreciate the opportunity to be here. 

[The prepared statement of W. Craig Zimpher follows:] 



Mr. Chairman and members of the aubeommtttee, my name is Craig Zimpher. I 
am Vice President of Government Relations for Nationwide Insurance, 
headquartered in Columbus, Ohia Nationwide Insurance is a group of core insur- 
ance companies, including Nationwide Mutual Insurance Company, Nationwide lite 
Inaurance Company, Nationwide Financial Servicea. Our products range from per- 
sonal auto, homeowners, commercial/workers' compensation to hfe insurance, annu- 
ities, financial services, and health insurance. Our companies are licensed to engage 
in the business of insurance in all 50 states. In addition, Nationwide operates sev- 
eral affiliated insurance operations in Europe and has entered into partnerships 
with other companies to market our products in Asia and Latin America. 

I am honored to be with you today and intend to discuss Nationwide Insurance's 
Derspective on financial services modemizatiDD. These issues are significant and 
have vaat public policy ramifications for they affect the financial security of millions 
nf Americana. Overall, we are encouraged by the direction that Congress is taking 
m ffpa"""' services reform. But, there are three major areas where we believe that 
problems could arise. I would like to discuss these areas today, specifically: 

1. The need to retain the mutual holding company structure for mutual insurers; 

2. ^e risk the use of operating subsidiaries pose to the solvency of financial service 

entities; and, 

3. The need for continued consumer protection st the state level. 

Nationwide continues to support H.R. 10. We believe that the bill represents a 
good compromise and an excellent place to begin the process of modernizing the na- 
tion's financial services laws. However, absent the mutual holding company struc- 
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Under current uiw, utilization of the imitaiy savinp and loan holding companj 
is currently the on!^ structural model available for an insurance company to afmiste 

compai:. 

Mutual insurance companies are incorporated under state law for the benefit of 
their policyholders. Because mutuals do not have stockholders, they utilize a holding 
company structure, unless domiciled in a state that has adopted a mutual holding 
company act. Such statutes provide for the conversion of the mutual insurer into 
a stock company controUed by its mutual holding company parent. In addition, mu- 
tual insurers are subject to a variety of state laws ttiat prohibit or limit the size 
of an investment the insurer can make in a bank subsidiary. 

While the language contained in H.R. 10 would allow any financial services com- 
pany to become a bank financial services holding company, for regulatoi? reasons 
there are only two practical ways a mutual insurer could affiliate with a depo^toiy 
institution: 

• Demutuahze and create an upstream holding company; or, 
■ Create a mutual insurance holding company. 

A mutual insurer could demutuaUze and create an upstream stock holding com- 
pany, which could form or acquire a bank as an affiliate of the insurance company. 
However, demutualization is not a solution many mutual insurers would be eager 
to adopt, as they are either committed to the mutual concept or do not want to un- 
dergo the disruption and significant costs posed by demutualization. The second op- 
tion is to permit a bank and an insurance company to become affiliates of one an- 
other and subsidiaries of a parent holding company. 

As you know, while the Bank Holding Company Act currently prohibits such af- 
fUiations, federal financial services reform proposals would amend that Act to allow 
affiliations and, therefore, preempt state laws. This means that the state insurance 
laws would not apply to stock companies; however, mutual insurance companies, 
like Nationwide, still could not avail themselves of the holding company ef&Uation 
mode! unless they are domiciled in one of the 21 states that have laws permitting 
mutual insurance companies to convert to a mutual holding company structure. 
These include Iowa, liunnesota, Ohio, Pennsylvania, Rhode Island, Vermont, Mis- 
souri and California, 

As we understand it, some would like to prohibit the use of mutual holding com- 
panies. We would strongly oppose such a move and urge Congress not to prohibit 
mutual hfe and mutual property/casual^ insurance companies from creating mu- 
tual holding companies under state law, in order to affihate with depository institu- 
tions. Otherwise, you would condemn an entire sector of the financial services sector 
to a slow death, because mutual insurers would not be able to fuUy participate in 
the new financial services arena. 

Nationwide believes that all insurance activities should occur within an affiliate 
of a bank or financial services holding company, because this is the only way to 
guarantee functional regulation. Allowmg these operations to occur in an (grating 
subsidiary would defeat the concept of mnctional regulation and would lead to a 
dual regulatory system. 

Appealing features of the affiliate model include the following: 

1. It is consistent with functional regulation and so entails minimum federal intru- 

sion into the affairs of insurance company affiliates of the depositorv institution. 

2. There is no restriction on the types of activities that can be conducteo in the hold- 

ing company; i,e. affiliations with non-financial commercial companies are per- 
mitted, 

3. It provides sufficient supervisoiy mechanisms and authority for appropriate over- 

sight for financial system stability. 
Nationwide believes that expansion of banking powers into the insurance busi- 
ness, absent continued state r^ulation of such Business, would be mi^uided. We 
believe that state insurance regulation has worked effectively and efficiently for 
both those regulated and those protected, the consumers. To exempt the bank-owned 
insurance operations from such regulation would disrupt and distort the ii 
marketplace across the country. 



ucts. Our concern about bank exemption from insurance regulation has been height- 
ened by a series of rules and opinions issued by the Comptroller of the Currency 
0' the past several years, that have unilaterally expanded insurance authority of 
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nationa] banks. These rulings have allowed banks to extend their reach into the in- 
surance area without proper regulatoty ovenight. 

One of the worst decisions by the OCC was the rule that would allow banks to 
engage in non-banking activities, including insurance underwriting, through down- 
sb«am operating subsidiaries. 

This last development, known as the final Operating Subsidiary Rule, is the most 
serious expansion of regiilatory power ^et undertaken by the OCC. The purpose of 
these regulations is to provide banks with the opportunity to engage in non-banking 
activities though downstream operating subsidiaries, without oversight by state in- 
surance r«^ulators. 

l^e Op-Sub rules, as they have become known, are piuposely vague when it 
comes to who would regulate a bank's insurance subsidiary. Ilie OCC contends that 
cotain safeguards would be imposed on an operating subsidiary engaging in activi- 
ties not permissible for the bank, including requiring the ojperatine subsidiary to be 
adequately capitalized under "relevant industry measures . However, it is unclear 
u/fuU industry measures are intended to appl^ and which regulatory entity would 
be applying them. Moreover, certain prohibitions on affiliated transactions would 



■PPly, l>ut the rules do not go so far as to proMbit tie-in sales. 



e Op-Sub rule makes it very clear that the OCC will consider any application 
&om banks to engage in any "non-bank" activities, including insurance underwrit- 
ing. Furthermore, taking a cue from its past actions, the OCC could very well use 
these rules to establish itself as the regulator of aU bank-operating subsidiaries, in- 
cluding insurance subsidiaries. 1 believe that the OCC overatepped its authority 
when it issued its Op-Sub rule and that their rule, unless curtailed by Congress, 
might very well serve as the foundation for future and drastically expanded erosion 
of state insurance regulation and consumer protection. 

It should be abundantly clear to aU that the OCC is engaged in a policy of incre- 
mental preemption of state insurance regulation, while expanding its own regu- 
latory power. This pohcy benelits national banks at the expense of consumers. 



agents and insurers, creating anything but a level playing field. 
We strongly believe that if banks engage in anv phase of the 
it should be conducted on a level playing field. To pre-empt state regulation o 



empt the banking industry from state regulation of insurance is not a two-way 
atrMt...it is not even a one-way street. ..it would be nothing more than a cul de 
sac... which would not provide consumers with adequate protections. Regulation of 
B n aP Ctj il services must be focused on the specific function being performed and not 
on the corporate form. 

True functional r^ulation focuses on the activity rather than the entity engaged 
in that activity. Uncler fiuictional regulation, bank regulators regulate banking and 
the states regulate insurance activities, regardless of whether the activity is beii^ 
conducted in a bank or an insurance company. Bank regulators lack the specialized 
ecperience and expertise needed for effwtive regulation of insurance activities of 
banks, just as insurance regulators are not competent to regulate banking activities 
of insurance companies or their affiliates. 

Consumer protection is an important aspect of insurance regulation. This is due 
in part to the lot^-term relationship between a consumer and nis or her insurance 
company in which the benefits of an insurance pohcy are not enjoyed until the risk 
the polic;y protects against has been realized. This period can be as long as one's 
lifebme, in the case of a life insurance policy. Generally, insurance claims can be 
made only under a pohcy that was in place at the time the loss or damage occurred. 
An insurance customer unhappy with the performance of a company cannot take his 
or her daim to another company. 

Most consumers have a mum different relationship with depository institutions. 
Checking and savings accounts can easily be moved from one institution to another. 
Once a loan has been mad^, the borrower's relationship with the lender ends except 
br payment and recordkeeping. In neither case does the bank customer pay today 
for a promise of long-term future performance, as is the case with insurance ~ ~~ 
tuners. 

Consequently, state insurance laws and departments emphasize consumer protec- 
tions in substance and procedure. Consumer protections imposed by bank regulators 
regarding bank customers purchasing insurance pale in comparison to those man- 
dated by state insurance laws. Examples of state rules include the following: 
1. Licensing. Insurance agents must be hcensed by each state in which they s< 

suranee and are subject to the rules and regulations of that state. Agent appU- 
cants are subject to a back-ground investigation and must pass a licensing 
amination. Most states require agents to take pre-licensing educational coui 

before tilting the hcensing exam. To maintain their licenses, agents must m 

continuing Mucation requirements designed to ensure tbat they are knowledge- 
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able about their product and professional in their conduct State insurance r^^- 
lators' enforcement authority includes the ability to deny, suspend and revoke 
a license as welt as impose fines against wrongdoers. States snare information 

about agents and applicants throu^ the NAIC. 

2. Marketing. Unfair IVade Practices and Competition Acts adopted by the states 

firohibit deceptive acts and practices by insurance agents ana companies. Regu- 
ated practices include tying, rebating, advertising, manner of sale, privacy pro- 
tection, and any other practice a state insurance regulator deems to be unfair 
or anticompetitive. 

3. Underwriting. Insurers are required to file policy forms and rates either at tbe 

time of use or before, and in both cases, are subject to the state insurance regu- 
lator's review and approval. States also set minimum values on auto liabiGty 
insurance policies sold within the state. States require insurers selling certain 
types of insurance, e.g. automobile liability, homeowners', and worker? com- 
pensation, to participate in shared risk pools, thus promoting consumer access 
and affordabihty. Insurance companies are subject generally to stringent regula- 
tions relating to cancellation and nonrenewal of insurance policies. 

4. Guaranty Funds. Most insurers are required to participate in guaranty fiinds so 

that claims against an insolvent company will be paid at least in part and the 
consumer so protected. Acts governing the rehabilitation or Uquidation of insol- 
. vent insurers exist in all jurisdictions. 

5. Company Service. Each state has a process to address complaints made against 

an insurer. Complaints received by the state regulator are automatically for- 
warded to the company and must be answered wiUiin time restrictions man- 
dated by the state. A mil explanation is required from the insurer regardless 
of the apparent merits of the complaint. The insurance regulator will continue 
to demand fiirther explanations from the company and to encourage resolution 
between the complainant and the company, 

6. Claims. Insurance companies also are subject to state fair claims practices acts. 

These acts require all claims to be handled fairly, timely and in compliance with 
the policy. 

7. Market Conduct. The states examine for market conduct as part of the regularly 

scheduled financial examinations and at any other time determined by the state 
regulator. Companies that fail to comply with applicable statutes can be fined 
or have their certificates of authority suspended or revoked. 
Federal banlcing rules do not include the type of insurance customer service and 
complaint resolution provisions found in state insurance laws. For example, the 
OCC guidelines provide that a bank should have an "orderiy process for assessing 
and addressing customer complaints and resolving compliance issues," The guide- 
lines suggest that banks use a complaint tracking process or complaint file and com- 
ply with state laws that require copies of customer complaints to be forwarded to 
the state insurance regulator, but do not impose the substantive and procedural pro- 
visions found in state insurance laws. The guidelines also state that the OCC eX' 
pects bank insurance sales personnel to l>e licensed in accordance with state law. 
However, compliance with these guidelines is essentially voluntair for banks. Com- 
pliance with state laws is mandatory for insurance companies and agents 

Federal rules prohibit a bank from tying, either by restricting the availability or 
varying the consideration, of a product or service on the condition that a customer 

Srchase another product or service offered by the bank or by any of its affiliates. 
e Federal Reserve and the OCC have extended the tying prohibition to bank hold- 
ing companies and their nonbank subsidiaries, and to operating subsidiaries of na- 
tional banks, respectively. The anti-tying prohibition can be enforced by the bank 
regulators, the Justice Department or aggrieved private parties, although enforce- 
ment actions are rare. 

This brief comparison between the insurance consumer. provisions of federal bank- 
ing rules and the consumer provisions of state insurance law illustrates the superi- 
ority of the states' consumer protections. 

State regulation has a two-fold purpose. First, it is designed to assure that insur- 
ance providers treat customers fairly. Second, it is designed to protect consumers, 
and their long term financial needs, through solvency regulation and oversight of 
insurance companies. 

During the last several years, significant strides and progress have been made in 
standardizing state financial reporting and monitoring requirements. Minimum 
standards of insurance company capitalization to assure individual company sol- 
vency are in place. These capitaUzation requirements differentiate among insurance 
product lines and their associated degrees of risks. Included in these standards are 
specific reserving requirements for various types of claims with which companies 
must comply. If banks were to be exempted from state insurance r^ulation, such 



«GooQle 



173 

as the one I just noted, such reserving or other solvency provisions of state law 
would not be applicable to banks, creatii^ an extremely dangerous situation for the 
public. 

All states have rate regulations laws that assure insurance rates are not unfair, 
excessive, or inadequate. Exemption from such rate regulation would, it is so obvi- 
ously clear, create an unfair and unlevel competitive environment in a particular 

Through various "^ai^et conduct" regulations the various insurance departments 
of this country have promulgated a series of requirements and regulations designed 
to ensure that agents and companies comply with state laws and regulations in the 
marketplace. Market conduct laws and regulations apply to insurance practices and 
operations including: insurance nonrenewals and cancellations; review of agent con- 
duct and activities; claims handling and processing procedures; compliance with tm- 
fair claims practices invvisions; individual compaiw underwriting practices; and as- 
surance that appropriate rates are being chaiged for various lines o' ' 



D as not to create discrimination, that fair and prompt claims handling practices 
are being adhered to, and that honest marketing and sales practices are conducted. 
Hie fact is that these regulations effectively serve to protect consumers and assure 
the long term financial viability of those offering customers insurance products. 

One additional feature unique to the state regulatory scheme has been the devel- 
opment and successful operaUon of state guaranty fimds. These fiinds are in place 
in the various states ana are funded by assessments of existing insurance compa- 
nies. They are designed to assure long term protection of policyholders whose insur- 
ance companies may become insolvent Any company involved m the insurance busi- 
ness must participate in such guaranty funds. 

The United States does not need a dual system of regulation for insurance. A 
steady and sound insurance regulatory system has been in place for decades. State 
regulation of insurance is getting the job done effectively and efUcienUy. To exempt 
insurance offered by banks from state regulation would be unsound and counter-pro- 
ductive to protecting consumers of insurance products. 

In conclusion. Nationwide supports H.R. 10, as it is currently drafted. However, 
we believe that several key elements are necessary to the success of financial serv- 
ices reform efforts, including; 

1. All insurance activities should be conducted by an entity or entities separate from 

any depository institution, preferably in an affiliate of a bank or finnwi-i^il serv- 
ices holding company. 

2. All such insurance afmiates should be subject to all the requirements of the ap- 

propriate state insurance regulatory authority: 

3. Any structure permitting sucn affiliations should permit both stock and mutual 

insurance companies to engage equally in the business of banking and other ac- 
tivities in which depository institutions are permitted to engage, including the 
option of allowing mutual insurers to use a mutual holding company structure. 
Mr. Chairman and members of the Subcommittee, that concludes my testimony 
today and 1 wish to express, on Nationwide's and my own behalf, our deepest appre- 
ciation for the opportunity to appear before you today. We stand readj[ to assist you 
and other members in any way possible to affect positive and practical reform of 
the financial services industry. Tl^nk you. 

Mr. OXLEY. Thank you, Mr. Zimpher. 

Our final witness, Mr. Scott Sinder, representing several insur- 
ance groups. 

STATEMENT OF SCOTT A- SINDER 

Mr. Sinder. Good siftemoon, Mr. ChEiirman eind members of the 
committee. My name is Scott Sinder. I am testifying today on be- 
half of the Independent Insurance Agents of America, the National 
Association of Life Underwriters, and the National Association of 
Professional Insurance Agents, which together represent virtually 
all of the insurance agents of America and their employees, nearly 
1 million men and women who work in every part of the United 
States. 

First, Mr. Chairman, let me thank you for holding this hearing 
today. Before proceedii^ with my comments, I must commend you 
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for the role you played last term in brokering an historic agree- 
ment that resulted in a bill that was eventually passed by the 
House. Without your commitment and heavy involvement, no bill 
would have proceeded to the floor and, in all likelihood, we would 
be no closer to the enactment of a fmancial services reform bill 
today. 

The insurance agents want you to know that they intend to do 
everything within their power to help you mold a bill that can take 
flight and become the law of the land. We want a bill to pass. 

As you know, Mr. Chairman, the insurance agents strongly sup- 
ported the H.R. 10 bill that you brokered zind shepherded through 
the House. We recognize the need for eliminating the barriers that 
still exist between me banking Eind insurance and securities indus- 
tries. We believe, however, that this concern also mandates insur- 
ing that consumer choices are well informed and freely made, and 
State regulators have been virtually the exclusive protectors of 
such interests since the creation of sin insurance industry in this 
country. We, thus, have one basic concern; Ensure that every entity 
that is involved in the insurance business is subject to State regu- 
lation. Federal banking regulators are in no position to substitute 
for the comprehensive State insurance laws that have developed 
over the last 100 yeiirs. 

The bill that you shaped last term included several provisions 
that the insurance agents believe to be essential to ensure ade- 
quate functional regulation of insurance sales activities. After that 
bill was passed by the House, however, the Senate Banking Com- 
mittee drastically revised many of its most essential provisions, es- 
pecially in the insurance sales context. For that reason, the insur- 
ance agents actively opposed the bill that was passed out of that 
committee. 

After the Senate Banking Committee completed its work on the 
bill. Senator D'Amato mediated a negotiation among selected bank- 
ing and insurance industry representatives. The insurance agents 
pEutlcipated in those negotiations, but State insurance regulators 
were excluded. The exclusive focus of those negotiations in the in- 
surance sales context was on the scope of the preemption s£ife har- 
bors. 

At the conclusion of the negotiations, the Insurance agents made 
clear that they could not support the Senate proposal, but through 
the safe harbor improvements that had been agreed upon were am- 
ficient to remove our outright opposition. 

The Senate proposal was never considered on the Senate floor. 
When this Congress convened in January, however, the proposal 
was reintroduced as the 1999 version of H.R. 10. The Senate J>ack- 
age was largely untouched by its consideration of the House Bank- 
ing Committee. We therefore sit before you today in virtually the 
same position that we were in at the close of the Senate last year. 
The insurance agents do not support the current proposal, but we 
believe it can be improved in a manner sufficient to gain our sup- 
port. 

Banking industry representatives have been quite vocal in recent 
weeks regarding their belief that any changes that are made to the 
current proposal will eliminate any prospects for passage. At the 
same time, however, many of the same representatives have them- 
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selves been requesting that some changes be made in the insurance 
sales provisions. 

Many things have changed since last October. First find fore- 
most, State insurance regulators, through the NAIC, have taken a 
harder look at the compromised proposal and have concluded that 
it would dramatically undermine their ability to adequately regu- 
late insurance activities. In addition, the issuance of two recent 
court decisions calls into question the ability of the Comptroller, an 
ability that many had begun to take for granted, to unilaterally au- 
thorize national banks to engage in expanded insurance sales and 
imderwriting activities absent congressional action. 

It should be clear that both the insurance industry and the bank- 
ing industry believe that the current proposal can be improved, and 
the insurance agents w£int a bill to be enacted. The current H.R. 
10 proposal, however, would jeopardize many of the consumer pro- 
tections already in place in as many as 30 States. In addition to 
the noninsurance sfues amendments that the NAIC has presented 
for your consideration, the agents believe that three sets of changes 
also championed by the NAIC would alleviate these shortcomings. 

First, clarify that State insurance regulators are entitled to re- 
ceive consideration of their views in court when disputes arise be- 
tween regulators, regardless of when a State law that is challen^^d 
on preemptory grounds was enacted. The bill as currently drfifted 
permits t&e views of State insurance regulators to be considered 
only in court challenges to laws enacted in the future. Ilie inevi- 
table deference to any OCC preemption opinions regarding current 
laws would place many longstanding State laws in jeopardy. 

Second, the so-called nondiscrimination provision that blanketly 
prohibits the imposition of any rules that treat banks differently on 
their face, or that inadvertently treat banks di^erently, should be 
narrowed to delete the inadvertent treatment prohibitions set forth 
in section 104(c)2, and to clarify that the core nondiscrimination 
provision prohibits treating federally insured depository institu- 
tions differently based on uieir insured financial status. Contrary 
to the suggestions of some members of the banking industry, con- 
siuner protection provisions that specifically address hank insur- 
ance s^es practices are not impermissibly discriminatory, eis 30 
States and even the OCC itself have explicitly recognized in their 
enactment and support of such provisions. 

Third and finally, the safe hiirbor provisions should be clarified. 
In our written comments we have outlined four smfdl changes that 
we believe should be made to improve the existing safe harbor pro- 
visions and we have suggested that two more be added. One, pro- 
tecting State laws that require execution of acknowledgment form 
of requisite disclosures already protected by the existing safe har- 
bors where provided, and a second, protecting State laws to require 
bankit^ institutions to separate their banking activities fhim their 
insurance activities within the bank. Both new safe harbors, like 
many of the other existing safe harbors, encompass provisions al- 
ready mandated under the section 176 Federal consumer protection 
provisions. 

Without enactment of legislation that includes changes such as 
those that we have outlined, the emerging regulatory void in por- 
tions of this industry will continue to fester. 
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Mr. Chairman, we look forward to working with you to pass a 
financial services reform bill. 
[The prepared statement of Scott A. Sinder follows:] 

Prepared Statement op Scott A. Sinder on Behalf op the Independent Insur- 
ance Agents of America, Inc., the National Association of Life Under- 
D THE National Association op Professional Insurance Agents 



Mr. Chairman, and members of the Committee, my name is Scott Sinder. I am 
a partner in the Waahin^n, D.C. office of the Baker & Hosteller law firm. I appear 
today on behalf of the insurance agents of America, and their empli^ees — nearly 
1,000,000 men and women who work in every part of the United States. These peo- 
ple are represented by the Independent Insurance Agents of America, Inc. (ILAA), 
the National Association of Life Underwriters (NALU) and the National Association 
of Professional Insurance Agents (PIA), on whose behalf I testify today and for 
whom 1 serve as outside counsel. Their members sell and service all lines of insur- 
ance. 

INTRODUCTION 

First, Mr. Chairman, let me thank you for holding this hearing today. Throughout 
your career, vou have been a friend to the insurance industry and you have been 
sensitive to the interests and concerns of insurance agents. It is those interests and 
concerns that I would like to focus your attention on today once again. 

IIAA, NALU and PIA are appearing before you today to comment on the newest 
version of H.R. 10, the "Financial Services Act of 1999," that was reintroduced on 
the very first day of this new Congressional term. Before proceeding with my com- 
ments, 1 must commend you for the role you played last term in brokering an his- 
toric agreement that resulted in a bill that was eventually passed by the House of 
Representatives by a raior-thin one vote margin. Without your commitment and 
heavy involvement, no bill would haye proceeded to the floor and, in all likelihood, 
we would be no closer to the enactment of a financial services reform bill today thfin 
we were durii^ the many past legislative terms in which such a bill was discussed 
and debated but was repeatedly unable to take flight. 

One mess^e that I have been asked to deliver to ^ou today, Mr. Chairman, is 
that the insurance agents want vou to know that they mtend to do everything with- 
in their power to help you mold a bill that can take flight and become the law of 
the land. 

As you know, Mr. Chairman, the insurance agents strongly supported the H.R. 
10 bill.that you brokered and shepherded through the House of Representatives last 
term. That bill included several provisions that the insurance agents believed to be 
essential to ensure adequate functional regulation of insurance sales activities. The 
bill, for example, included a provision that would ensure that the opinions of state 
insurance regulators were given equal consideration with those of federal banking 
regulators in any preemption chaUengea asserted against state insurance consumer 
protection provisions; estabUshed preemption "safe harbors" that would shield any 
provision smiilar to provisions included m the Illinois bank sales of insurance con- 
sumer proteftion provisions from preemption challenge; and did not impose a blan- 
ket prohibition on iosuiance sales provisicms that addressed many of^ the unique 
consumer protection concerns that arise when insured depository instituticwis en- 
gage in insurance sales activities. 

After that bill was passed by the House, however, the Senate Banking Bill dras- 
tically re-wrote and revised many of its most essential provisions, especially in the 
insurance sales context That bill, for example, drastically limited the application of 
the "no unequal deference" provision; drastically reduced the scope of the preemp- 
tion "safe harbors"; and imposed a blanket "nomuscrimination" requirement on state 
laws or regulations enacted in the future that would prohibit those provisions friim 
specifically addressing bank insurance sales activities and from having a greater 
regulators impact on those activities than on the insurance sales activities d' other 
agents. The insurance agents actively opposed the bill that was passed out of that 
Committee. 

After the Senate Banking Committee completed its work on the bill, Senator 
D'amato mediated a negotiation among selected banking and insurance industry 
representatives. The insurance agents participated in those negotiations but state 
" ' " 1. .1 .1 mt. ._._■.._..... J. P..1. --'iations in the 
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negotiations, the safe harbor provisions had been improved but they still did not 
provide the protection of the lUinois-based preemption safe harbor prDviaiona that 
were included in the House bill. 

At the conclusion of the negotiations, the insurance agents made dear that they 
still had serious concema and problems with the Senate proposal, and they could 



not support the bill, although there would be no active opposition either. 

As you know, the Senate proposal was never considered on the Senate floor, nneu 
this Congress convened in January, however, that proposal was re-introduced as tlw 
1999 version of H.R. 10. The Senate package was largely untouched during its con- 
sideration by the House Banking Committee. We therefore sit before you today in 
virtually the same position we were in at the close of the Senate last year — the in- 
surance agents do not support the current proposal and we urge this Committee to 
improve the proposal by adopUn^ the amenoments outlined below. 

Banking industry representatives have been quite vocal in recent weeks re|^rding 
their belief that any changes that are made to the current proposal will eluninate 
anv prospects for ultimate passage. They argue that aeraements were reached in the 
fall and that those agreements should oe maintained. At the same time, however, 
many of these same representatives have themselves been requesting that some 
dbanges be made in the msurance sales provisions. 

Many things have changed since last October, First and foremost, state insurance 
r^ulators, through the National Association of Insurance Commissioners, have 
taken a harder look at the compromise proposal and have concluded that it would 
dramatically undermine their aniUty to adequately r^ulate insurance activities if 
it is enacted. In addition, the issuance of two recent court decisions calls into Ques- 
tion the ability of the Comptroller — that many had b^iin to take for granted — to 
unilaterally authorize national banks to engage in expanded insurance sales and un- 
derwriting activities absent Con^ssional action.' 

It is against the backdrop of the tortured histoiy of Coneresa' consideration of fi- 
nancial services reform proposals and the ever-evolvine world in which those propos- 
als are generated that Uiis Committee must consider uie latest iteration of H.R 10. 
in und^taking that consideration, it should be clear that both the insurance indus- 
tiy and ttw banking industry believe that the current proposal can be improved. The 
insurance agents want a bill to be enacted and we have been falsely accused of try- 
ingto block passage of a viable proposal. 

The remaining portions of this testimony will focus on the improvements the in- 
surance a^nts seek to ensure that state authority and expertise in the regulation 
of the business of insurance is not overturned or undermined in any way as other 
industries become more heavily involved in providing insurance services. This state- 
ment is divided into four parts. Part I summarizes the basis of the insurance agents' 
historical support for the continued separation of the banking, insurance and securi- 
ties industries and the reasons that we are now prepared to embrace reform pro- 
vided that it ensures adequate regulation of all who seek to engage in the business 
of insurance. Fart II explains why the regulation of insurance activities of everyone 
should be left to the States. Part 111 what is at stake if the bill fails to leave that 
regulation to the States. And Part IV explains the changes that we believe must 
be made to ensure the requisite functional regulation. 
I. The Insurance Agents' Historical Support For Continued Separation 

As you know, Mr. Chairman, we have in the past advocated that the traditional 
separation between the banking and insurance industries should be maintained. 
During your consideration of H.R. 10 last term, however, we for the first time came 
to you prepared to support financial modernization in the form of affiliations be- 
tween banking, securities, and insurance entities. The market is evolving even in 
the absence of new legislation and toda^ more than ever before agents are enterii^ 
into an increasing number of relationships with members of the banking and securi- 
ties communities. We can accept formal afRliation relationships, however, only if 
there is clear functional regulation of the insurance activities of every entity, and 
oidy if insurance consumer protections are addressed. 

The monumental shift in our position has not come easily. As small business peo- 
ple, we are painfully aware that, as a practical matter, such affiliations will be a 

'See Independent Insurance Agents of America. Inc.. el al. u. Hawke. Civil Aetiaa No. 98-CT- 
0562 (U.S.D.C. D.C.) (slip op issued March 29, 1999) Igrantiog the Plaintitls' Motion for Sum- 
mary Judgment and concluding that the OCC's ruling that national banks located outside of 
small towns were authorized to sell crop insurance products was precluded by the applicable 
provisions of the National Bank Act); Black^t Nati Bank a. Nelaon, No. 96-3021 (ifth Cir. 
April 4, 19991 IcDDcluding in its primary holding that the OCC's ruling that national banks are 
authorized to underwrite an annuity product was precluded by the applicable provisions of the 
National Bank Act). 
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one-way-street. That is, the avera^ insurance aeency is not goii^ to be in the posi- 
tion to acquire a bank; the acquisition will run the other way. But we are convinced 
tjut we can not only survive, but thrive, in such a new world. True competition can 
work and consumers will benefit, however, only if the rules of the game establish 
a level playing field for all participants. It is only that which we seek. 

The historic change in our position on affiliations has been prompted by maiket- 
place and political reality. The Supreme Court's decision in Barnett Btmk of Marion 
County, N^ v. Ne/son ^ holding that the Section 92 power^ granted to town-of-5000 
national banks to act as insurance agents preempts State laws that would otherwise 
prohibit such conduct, coupled with the Comptroller of the Currency's ever-broaden- 
ing interpretations of Section 92, effectively vitiate the separation between the in- 
dustries. And Congressional inaction to reign in the Gee's creation of new policy 
by administrative fiat has exacerbated the situation. 

At the same time, the Barnett decision has created a neat deal of uncertainty re- 
garding who has regulatory authority over bank sales oT insurance and what is the 
extent of any such authonty. This uncertainty is undermining the efforts of all of 
the participants in the insurance sales arena — insurance companies, insurance 
agents, banks and State regulators — to move the insurance industry into the twen- 
ty-first century. The remaining portions of this statement will therefore focus not 
on whether financial institutions should be permitted to affiliate with insurance pro- 
viders — we do not oppose such relationships — but on the need for the functional r^- 
ulation of all members of the financial and insurance industries. Especially in the 
insurance context, we believe that it is essential that all insurance activities con- 
tinue to be regulated at the State level — where they have been regulated for nearly 
two centuries. In championing this approach, we recognize the pressing need for 
eliminating the barriers that still exist netween the banking, insurance and securi- 
ties indus&iea so that members with roots in all three sectors will better be able 
to serve the needs of their customers. We believe, however, that this concern also 
mandates ensuring that consumer choices are well-informed and freely made and, 
in the insurance context, state regulators have been the virtually exclusive protec- 
tors of such interests since the creation of an insurance industry in this country, 
litis bill must ensure that their authority and expertise in the regulation of the 
business of insurance is not overturned or undermined in any way as other indtis- 
tries become more heavily involved in providing insurance services. 
H. Regulation of the Business of Insurance Should be Left to the States 

Because no insurance licensing and regulatory scheme exists at the federal level, 
the only available regulators of the participants in the insurance industry are the 
States themselves. Some national banks, however, appear to believe that they are 
exempt from at least some of the eoveming insurance regulations in States in which 
they are currentJy engaging in ue business of insurance. Although the OCC has 
recognized that State laws generally apply to national bank sales of insurance, it 
also has emphasized that national banks need not comnly with State laws that 
interfere with their activities. Without the creation of a federal regulatory authority 
or a Feafiirmation of the absolute right of States to regulate such insurance activi^, 
the scope of this "exemption" will remain unsettled and national banks may be free 
to engage in the bunneaa of insurance without significant oversight 

Given the sophisticated insurance licensing uid regulatory structure developed 
escluavely at the State level over the past 200 years and given the current climate 
disfavoring the creation of more federal regulatory authon^ (especially when it is 
duplicative of current State efforts), reaffirmation of the ri^t of^ States to regulate 
the insurance business appears to be the only viable solution. Such reaffirmation 
is required to ensure that all entities involved in the insurance industry are on a 
level playing field; to ensure that they are all subject to effective consumer protec- 
tion requirements; and to ensure that the insurance-buying public has consistent as- 
surances of quality. 

Any such reafGrmation would not be new or radical. To the contrary, it merely 
would build upon and clari^ a federal policy that has been in place for over 200 
years that States have virtually exclusive regulatory control over the insurance in- 
dustry. Indeed, up until 1944, it was universally understood by everyone (including 
Congress) that Congress has no constitutional authority to regulate the business of 
insurance. This changed with a single Supreme Court decision issued that year. 
Congress responded immediately by enacting the McCairan-Ferguson Act, which 
"restoreCd] the supremacy of the States in the realm of insurance regulation."" 

>lt6S.Ct 1103<1996). 

'12U.S.C. §92. 

'United Statei Dep't ofTmeaurf ". FcU>e, 113 S. Ct. 2202, 2207 (1993). 
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McCairan's statement of federal policy cauld not be more clear "Th* business of 
insurance, and every person engaged therein, shall be subject to the laws of the sev- 
eral States which relate to the n^fulation or taxation of such business." ' Given the 
States' historical expertise in the realm of insurance regulation and the absence of 
any such enertise at the federal level, there does not appear to be any compelling 
reason for abandoning this traditional poUcy approach. 

At a time when Congress is seriously consiaering empowering States in a myriad 
of areas, Congress should not strip the States of their authority to regulate in a 
business arena that has been within their virtually exclusive domain throughout 
this country's fruitful history. 

The States are the only logical choice for comprehensive regulation of insurance. 
Although there are uniform national concerns in this industry as in many others, 
in uncountable ways, insurance involves concerns of an intensely local nature. The 
concerns in Ohio, for example, with its multiple urban centers, lake&ont commu- 
nitiea and manufacturing concerns, are quite different than the insurance issues 
raised in Iowa with its thousands of farmers and few large urban areas. 

The public has a substantial interest in the continued functional regulation of in- 
by the States, regardless of who is conductine the activities. Because of the 
■ " ■ . -. ■ - . .1 lubhc, tJ " ' '" J --'- 



social need for insurance and its importance to the puoHc. the underwriting and sale 
of insurance has become one of the most highly regulated professions today. By their 
regulation, the States ensure that those who engage in the business of insurance 
are qualified to do so, remain appropriately mialified, offer sound insurance pn>d- 
ucts, and comply with reasonable safeguards for the protection of consumers. This 
entire body of State insurance statutes and regulations is frequently revised and up- 
dated to address evolving reculatorv issues and to ensure comprehensive consumer 
protection. Preservation of ^e ajiplicability of these State regulations is essential 
Mcause, at least at the current tune, no comparable regulations exist at the federal 
level and no federal regulator has expertise in this arena. 
///. What la At Stake 

In March 1996, the Supreme Court issued its decision in Bamett The Sn[>reme 
Court's central holding was that Section 92 preempts State laws that prohibit na- 
tional banks from selhng insurance, pursuant to their Section 92 authority. In the 
course of renderii^ this decision, however, the Supreme Court also acknowledged 
that "[tlo say this^— to say that Section 92 preempts State laws that would other- 
wise prtihibit small-town national hanks from selhng insurance—'is not to deprive 
States of their power to regulate national banks, where (unlike here) doin^ so does 
not prevent or significantly interfere with the national bank's exercise orbits pow- 
ers. ' The OCC has ceased upon this standard as a potential mechanism for dis- 
rupting and potentially eliminatii^ state efforts to regulate national bank sales of 
insurance products. 

A request for comments issued by the OCC on January 14, 1997 dramatically il- 
lustrates this.' The question at the heart of the OCC's consideration is whether any 
provisions of the State of Rhode Island's Tinancial Institution Insurance Sales Acr* 
(Tthode Island Act')* which governs the insurance activities of financial institutions 
should be deemed preempted by Section 92. An anonymous Requestor that asked 
the OCC to consider this issue contends that five of the provisions included in the 
Rhode Island Act "discriminate" against national banks and significantly interfere 
with the exercise of their Section 92 powers.' 

The Rhode Island Act was supported by a bipartisan group of state legislators. 
Indeed, it was agreed to by a sigmficant portion of the State's banking industipr. As 
reflected in the Rhode Island Governor's statement upon signing, the Act is designed 
to level the playit^ field. None of the provisions at issue actually or constructively 
preclude national banks from enga^ng in the business of insurance in any way, and 
none of the challenged provisions impose different requirements on national nanks 
than those imposed on any otiier financial institution engaging in the sale of, or in 
the s<dicitation for the purchase of, insurance products.'" 



'16U,S,C, § 1012(a), 

•Bameft, 116 S, Ct. at 1109. 

'&e 62 Fed, Reg, 1950 (Jan, 14, 1997), 

'See R.I. Gen. Laws §§27-S8-I ei sea. 

*62 Fed, Reg, at 1951. 

">The challenged provisiotu generally prohibit the tying of l>anking and iiuunuice; geimelly 
equir« that a financial inatitution's loan and insurance bluinesseB be phj^ically s^re^tad; 
[eneralty prohibit Tinandal institution employees with loan or deposit-laking nnponaibilities 
nun soliciting and selling insurance; require that loan and insurvnce transactions be completed 

Continued 
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a^ncy has not articulated the standard by which any such significant tntenerence 
will be meaaured." Indeed, based on the OCC's Eupplemental request for comments 
on the issue^ it appears that the OCC is prepared to impose its own views of how 
best to legislate on the States. Not onlv is the OCC inquiring whether the Rhode 
Island provisions prevent or si^ficanuy interfere with national banks' insurance 
sales activities, the OCC is asking whether there are "better" means that the State 
mi^ht have chosen to effectuate its policy goals. This is clearly beyond the OCC's 
legitimate role as banking regulator. It is the role of legislators— and in this context, 



their belief that it was inappropriate for the OCC to attempt to preempt any State 
insurance laws. No member voiced the opposite view. Nevertheless, the OCC labors 
on, possibly prepared to opine that these state law provisions — enacted on a biparti- 
san basis by state legislators with the agreement of significant representatives of the 
banking industry in the State— -should not be appliM to national banks. Interest- 
ingly, the Rhode Island law has been in force now for over two and a half years 
and all players seem to be functioning remarkably well. 

The question whether any of the provisions of the Rhode Island Act may be pre- 
empted is not an isolated one. Sixteen other States have enacted laws that seek to 
regulate bank involvement in insurance sales activities," another seven have acted 
by r^ulation," and at least six other States are now considering legislation to regu- 
late bank sales of insurance. And, in the meantime, the OCC is meeting with State 
insurance regulators intimating that it is prepared to preempt any laws or regula- 
tions that it views as going too far. There is thus an intense need to clarify the 
States' regulatory supremacy in this area. The financial services proposal currently 
before you, however, fails to adequately ensure that state regulators w" 

sumer protection concerns that a 



rV. Ensuring That The Bill Does Not Undermine Functional Regulation 

Put simply, enactment of the current H.R. 10 draft would dramatically undermine 
the ability of state insurance regulators to regulate and it would jeopardize many 
of the consumer protections alr^dy in place in many states that are designed to 
ensure that consumers are well-inform ea and free to choose to purchase insurance 
products adequate to address their insurance needs. Although the bill pays hp serv- 
ice to functional regulation in certain respects, it ultimately fails to adequately pro- 
tect it. It is for this reason that we support the amendments sought by the NAIC 
to improve the bill's preemption provisions. In the insurance sales context, we be- 

prohibit usage of nonpublic customer infor- 
Seeid. 



Rrauarkablv, the OCC first sou^t camments on the preemption of the Rhode Island Act be- 
ing its error, the OCC recently reopened the comment period to pern 

nalized regulations. It is only in light of those regulatioiiB that the meaning ol 



fore the State Insursnce Department had finalized regulations ttiat would implement the 
ute. We, BTOona others, pointed out the prematurity of the OCC's request. Apparently recogmi. 
s error, the OCC recently reopened the comment period to permit consideration of the S- 



(House Bill 586 (199T) <The Hhnois Insurance Code Article XLW)); Indiana (House Enrolled Act 
No, 1241 (1997) (Indiana Code §§27-1-15,5-8 el seq,ll; Kentucky IKenlucky Laws Ch, 312 (H.B. 
429) (1998) (Ky. Rev. Stat. §304)); Louisiana (House Bill No. 2509 (1997) (La. Rev. Stat. 
22:3051-3065)): Maine (S.P. 439-LD. 1365 ((9-A Maine Rev. Stat, Ann, §§4^101 et sea,)); Massa- 
chusetts (Semite 1948, Bill No, MA97RSB (May 15, 1998]); Michigan {House Bill No, 5281 
(1993) (Mich. Compiled Laws §500.1243)); New Hampshire (House Bill 799 (1997) (N.H. Rev, 
Stat. Ann. §§406-C et seq.l); New Mexico (House Bill 238 (43rd Legislature, 1st Sees. I INew 
Mexico Stat, Ann, §§59A-12-10 et seq,)); New York (Bill No, 5717-B IJuly 18, 1997) (New York 
Banking Law § 14-g; New York Insurance Law §§2123 and 2502) (sunsets July 18, 20001); Penn- 
sylvania (House Bill 1055 amending the Act of May 17, 1921 (P,L, 789, No, 285), Printer's No. 
1986 (June 9, 1997), 40 Penn, Stat,); Texas (House Bill No. 3391 (1997| (Texas Insurance Code 
Article 21)); and West Vii^inia (H,B, 2198 (March 14, 19971 (W,V, Code Chapter 33)), 

'^Florida (Dept. of Insurance Rules 4-224,001-4-224,014); Georgia (Rules and fiegulatioDS of 
the Office of the Commissioner of Insurance Chapter 120-2-76 (adopted February 17, 1997)); 
Maryland (Advisory Letter Issued by the insurance Commissioner and the Commissioner of Fi- 
naucial Regulation on October 31, 1996); Mississippi (Executive Memorandum issued by the 
Commissioner of Banking and Consumer Finance on May 13. 1997); Ohio (Department of Insur- 
ance Rule 3901-5-08); Vermont (Insurance Division Bulletin 117 (June 13, 1997)); and Wyoming 
(Chapter 16 of the Rules of the Division of Banking), 
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Ueve three core sets of changes supported by the NAIC « 
legislation; (1) clarify that state insurance regulators are entitled 
eration of their views in court when disputes arise between regulators; (2) amend 
the 30-(^led "non-discrimination" provision to appropriately clarify the scope of the 
standard; and (3) strengthen and clarify the safe harbor consumer protection provi- 
sions. It is worth noting that all of these "improvements" that we are now seeking 
were included in the bill that you shepherded through the House last term, Mr. 
Chairman. 

Clarify That The Opinions of Slate Insurance Regulators Are Entitled To Conmd- 
eration In Court Revieiva of State Insurance Laws. The viability of regulatory provi- 
sions already in force in many States would be put into jeopardy because of the im- 
plication created in the bill that the OCC is entitled to exclusive consideration when 
a court confronts the question whether a challenged provision should be preempted 
because it "significantly interferes' with a national bank's exercise of its insurance 
sales powers. Although Section 30G creates a special procedure for the challenge of 
state insurance regulations and dictates that the state insurance regulator ana the 
OCC are entitled to equal consideration during that review, Section 104(bX2XC) ex- 
empts laws in existence prior to September, 1998 from the "no unequal deference* 
standard. The OCC, however, simplv has no expertise in the regulation of the busi- 
ness of insurance. Moreover, the OCC has repeatedly demonstrated that the expan- 
sion of national bank powers is at the forefront of its concerns. This preoccupation 
has led the OCC to interpret a small exception to the general prohioition on na- 
tional bank sales of insurance that authorizes national banks located and dmng 
business in places with populations not exceeding 6.000 inhabitants as allowing na- 
tional bank agents to sell from anywhere so long as they are headquartered in a 
small-town bank office and to sell to customers located anywhere without any geo- 
graphic restriction whatsoever. For these reasons, we beheve that OCC interference 
with State regulation of the business of insurance — and exclusive consideratiiMi of 
OCC opinions regarding such regulation — is inappropriate. The Courts are well 
quaUfied to determine whether State regulations prevent or significantly interfere 
with a national bank's exercise of its insurance sales authority and requiring or im- 
plying that the OCC is entitled to special deference over and above that accorded 
state insurance regulators on such questions is therefore unacceptable. 

Amend the "Non-Discrimination Provision. Section 104(c) completely prt^bits 
States from distinguishing in any way between financial institutions and ouier enti- 
ties — and from enacting provisions that may have a greater effect on financial insti- 
tutions than on other entities (even if inadvertent) — in regulating the sale of insur- 
ance products. As over 25 States and the OCC itself have previously recognized, 
however, the sale of insurance products by financial institutions creates unique 
problems that require consumer protections tailored for the financial institution eon- 
text. These laws are not "a nti -competitive." Indeed, they expressly recognize that 
banks are in the business to stay. But they attempt to create a level playing field 
Iwtween bank and non-bank insurance agents and brokers, and to protect consum- 
ers from potential abuse. Banks' access to cheap funds, FDlC-insured status, and 
control over credit, puts them in a position not held by others in the insurance in- 
dustry. For this reason, many States believe provisions r^ulating bank sales of in- 
surance are necessary to prevent coercion and confusion and to protect customer pri- 

Indeed, as the OCC itself recognized when it published an advisory letter to pro- 
vide guidance to national banks on insurance and annuity sales activities, '* there 
are many instances in which "discriminatoty regulation (in the sense of treating 
banks differentiy than non-banks) is appropriate and necessary. Consequently, there 
is no basis on which to argue that the type of "discrimination present in consumer 
protection provisions such as those contained in the Rhode Island Act are per se ille- 
gitimate. '^ 

In working on these laws at the state level, agents have negotiated with all inter- 
ested parties — banks, insurance companies, securities firms. Michigan's law, enacted 
almost six fiill years ago, is the product of negotiations between Uie banks and the 
agents. West Virginia's law, enacted two years aeo, is the product of negotiations 
that included not just the banks and the agents, out insurance companies aa welL 
The process has been no different in the other twenty-two States. 

Although the safe harbor provisions are an effort to capture many of the sub- 
stantive regulatory controls uiat currently are imposed, they are both under inclu- 
sive of the current universe of regulatory requirements designed to address bank- 

"See OCC Advisor Letter AL 96-8 (October 8, 1996). 

"Absolutely nothing in the Bameti dectBiOD, or its precedents, supports the argument that 
a State cannot regulate national banks in a manner tHat diatjoguishes thetn troTa ooa-banks. 
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wecific consumer protection issues and they cannot possibly take into consideration 
the wide array of issues that may in the future reqiiire bank-specific regulatory so- 
lutions. 

We believe that, as long as the legislation makes clear that States may not pro- 
hibit the exercise of authorized insurance sales powers, there should be no need to 
bar state legislatures and governors from implementing bank-specific solutions de- 
signed to address consumer protection concerns that ma^ arise when such powers 
are exercised. This would mandate the complete elimination of the "non-discrimina- 
tion" provision. At a minimum, however, we believe that the standard must be clari- 
fied in two ways. First, the prohibition on the enactment of provisions that facially 
difierentiate between Insured depository institutions and other entities must be 
amended to clarify that such provisions are impermissible only if they treat insured 
depository institutions differently based on theu: federally-insured status because it 
is only regulation of that facet of their insurance-related activities that should be 
limited in any way to the regulatory requirements dictated by the legislation or pro- 
tected by the saie harbor provisions. Second, the "indirect discrimination'' provi- 
don — t(i4<cX2K-must be completely eliminated. It is unfair and unreasonable to 

E>hibit the application of broad r^fulatoiy requirements simply because they may 
open to have an indirect disparate impact on financial institutions. 
-Strengthening The Safe Harbor Provisions. Finally, we believe that the current 
list of safe haroors must be strengthened. Section t04(dX2KB) establishes 13 sepa- 
rate "safe harbor" provisions. These "safe harbors" essentially permit a State to pro- 
mulgate consumer protection laws and regulations that are substantiallv the same 
as but no more buidensmne or restrictive than the requirements included in each 
provision. Any state law that falls within a safe harbor cannot be preempted. The 
"safe harbors apply to laws already in place as well as those that may be enacted 
in the future. The Safe harbor" provisions included in the bill, however, are inad- 

Consumer protection provisions that are at the heart of the regulation of banks 
sales of insurance in many states — requiring separation tif bankmg and insurance 
activities within the bank, for example— have been excluded from the list of con- 
sumer protections that are automatically deemed to be permissible. That exclusion 
Jeopardizes the application of many sucli provisions and ma^ undermine the regu- 
latory scheme of as many as 30 States that have been designed to address manv 
of the unique issues that arise when banks— in their unique position controlling fea- 
erally insured credit capital — also engage in the business of insurance. 

Specifically, we believe four of the current safe harbor provisions should be clari- 
fied and two provisions should be added: 

1. Discrimination Against Non-Afniiat«d Agents (Safe Harbor it) 

■ The current version of the safe harbor permits a state to prohibit an insured de- 
positoi? institution from imposing a fee related to insurance required in connec- 
tion with a loan when the msurance is purchased from an agent not affiliated 
with the bank that is not imposed if the insurance is purchased fixim an afGli- 
ated agent. 

• This provision must be amended to clarify that an insured depositcsy institution 
cannot impose any other condition related to insurance required in connection 
with a loan that is purchased from an unaffiliated agent that is not imposed 
when the insurance is purchased from an affiliated ^ent. 

2. Referral Fees (Safe Harbor v) 



is based on the subsequent ourchase of insurance. 
n should be amendea to also pen 



unlicensed person if that 
permit a 



states Have implemented such a requirement 

■ The nominal fee requirement also is imposed through the federal consumer pro- 

tection requirements that would be promu^ated by the federal bankir^ agen- 
cies under Section 176 of the bill. 
S. Anti-Tying (Safe Harbor vUl) 

• The current version of this safe harbor creates an exception to the general rule 

hy allowing insured depository institutions to engage in any practice that the 
Fed has determined is permissible under the Bank Holding (Company Act aolt- 
l^ng rules. 

■ This may allow insured depository institutions to offer product packages that 

would violate state anti-reoating rules applicable to all other agents. 

• The provision should be amended to delete that exception. 



«GooQle 



183 

4. DiscloBures (Safe Hartrar z) 

• The current version of this safe harbor pennits states to require insured deposi- 

tory institutions to disclose that insurance products are not insured by the 
FDlC or guaranteed by the state or federal government. 
> The wording of the safe harbor permits states to require such a 'disclosure, in 
writing, wiere practicable". 

■ That language creates an amburuity regarding whether the disclosure need be in 

writine only where practicable or whether the disclosure itself need be given 
only wnere practicable. 

• The comma between the words writing and where should be deleted to darily that 

the disclosure need be in writing only where practicable. 
6. Disclosure Acknowledgment 

• A new safe harbor should be included that would allow a state to require the coir 

lection of an acknowledgment whenever a required disclosure is given. Many 
states currently require the collection of such an acknowledgment 

■ An acknowledgment requirement in connection with disclosures also is imposed 

through the federal consumer protection requirements that would be promut 
gated oy the federal banking agencies under Section 176 of the bill. 
6. Activities Separation 

• A second new safe harbor should be included that would permit a state to require 

insured depository institutions to separate their insurance sales activities from 
their deposit-taking and lending activities within the bank. Many states cui^ 
rently maintain sucn separation requirements. 

■ A separation of insurance and deposit-taking activities also is imposed throut^ 

the federal consumer protection requirements that would be promulgated by tat 
federal banking agencies under Sertion ]76 of the bill. 



believe that virtually everrone in Congress supports such Ainctional rerailation. The 
task is to implement it enectively. The affiliationB contemplated by H.R. 10 are ex- 



resulting mergers of the bigger players. And, moat importantly, the mterests ol 
sumers that state insurance regulators have been exclusively charged with protect- 
ing for decades must remain at the forefront. 
It is clear that the absence of sufficient regulatory authority over national 

banks — or any other entity — that is active in the insurance arena is a problem. Nei- 
ther the Comptroller nor an^ other federal regulator possesses the nemssary esMT' 
tise to regulate the vast intncacies of the insurance business or of financial institu- 
tions' participation in that business. For this reason, and for the reasons delineated 
at length above, IIAA, NALU and PIA urge this Committee to recommend enact- 
ment of legislation that clariiies that all entities that engage in the business of in- 
surance — including national banks and any other entity in a new financial services 
holding company — are bound by state law regulating those activities and incorporat- 
ing the suBgestions we have onered in an enort to improve the ability of the states 
to satisfy this regulatory obhgatJon. This would maintain the status quo by ensuring 
that the States remain the paramount regulatory authority for the insurance indus- 
t^. Without enactment of such legislation, the emerging regulatorv void in portions 
of this industry will continue to fester. The primary victims if such a bill is not en- 
acted will inevitably be the consumers who are confronted by the unregulated par- 



e look forward to working with you to pass financial 

Mr. OXLEY. Thank you. 

Let me begin with some questions. 

Mr. Sinder, you referred to the court decision not by name I don't 
think, but the Independent Insurance Agents versus Hawke? 

Mr. Sinder. Yes, sir. 

Mr. OxLEY. Would you give the committee a little bit of back- 
ground on that case and how that should, if indeed it should, affect 
our consideration of H.R. 10? 
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Mr. SlNDER. Sure. That case waa filed by the Independent Insur- 
ance Agents of America, NALU and PIA, the three cUents who I 
am testifying on behalf of 

Mr. OxLEY. Did you litigate that case? 

Mr. SiNDER. Yes, sir. It has made it through the District of Co- 
lumbia District Court. The case involves the OCC's grtint of author- 
ity for national banks to sell crop insurance. They granted this au- 
thority under section 247 of the Nationed Banking Act, which is the 
geneial powers provision of the National Banking Act. There is a 
separate provision, as you know, c£dled section 92 which authorizes 
small-town national banks to engage in insurance sales activities. 

The Comptroller ar^ed that it was permissible for all hanks to 
engage in crop insurance sales because it was credit-related insur- 
Eince. There is a decision that was issued by the D.C. circuit several 
years ago that said that credit-related insurfince products that are 
limited to the amount of the loan and for the terms of the loEin are 
permissible for bank sales. 

We argued that that is a very specific exemption and that crop 
insurance is a general insurance product, like any other PNC prod- 
uct, and that if you allow banks to sell crop insurance £ts a credit- 
related activity, you completely eviscerate the very small exception 
that is left by the small-town sales provision. The court agreed 
with us. The court said that section 247 does not authorize generaj 
insurance sales like crop insuremce because of the existence of sec- 
tion 92, which limits those activities to small towns. 

Mr. OXLEY. Thank you. That appears to be, that one and a simi- 
lar one appear to be a different outcome than had been the case 
over the last several years, was it not? In other words, there were 
a number of decisions based on OCC decisions that went pretty 
much with the OCC, and then these two appeared to be going in 
the opposite direction. 

Mr. SiNDER. We believe the tide is turning. 

The other decision in some ways might be more important for 
this committee's deliberation. It is a case that was issued by the 
11th circuit and it involves the ability of nationeil banks to under- 
write annuity-based products. The 11th circuit held that the Comp- 
troller had authorized this activity of section 247 under the Na- 
tional Banking Act, again as a general banking power. It involves 
a unique product called a retirement CD that is an annuity with 
a deposit component. The 11th circuit said that there is no under- 
writing authority that exists under section 247. The Comptroller 
had issued various statements saying that he believed that there 
w£is such authority. This is the first time that a court has had the 
opportunity to review the underwriting issue and they went 
agziinst the OCC. 

Mr. OxLEY. Thank you. Mr. Zimpher, what effect on Nationwide, 
what would be the effect on Nationwide if you were unable to form 
a mutual holding company? How would it affect your ability to 
raise capital and Indeed be competitive in the marketplace? 

Mr. Zimpher. Well, fortunately, Mr. Chairman, fortimately right 
now I don't know that it is necessary for us to consider that for cur- 
rent purposes to capitalize ourselves. Our life company, Nationwide 
Financial Services, is a publicly traded company. Our mutual com- 
tany owns 80 percent of that company. 
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If this bill were to be in effect, though, I think the net effect 
would be we would have to form a mutual holding company. I don't 
think we would have to demutualize necessarily, but we would 
have to form a mutual holding company in which to engage in 
other affiliated activities. Otherwise, simply to avoid dual regula- 
tion or double regulation of all of the various products. 

Mr. OXLEV. Thank you. 

Let me ask Mr. Sdiultz, why aren't the provisions that H.R 10 
has included tA require for a deduction from regulatory capita) of 
a bank's investment and its operatii^ subsidiaries sufficient to ad- 
dress these concerns? 

Mr. SCHULTZ. I think many reasonable people in the past have 
indicated that, and I think you are addressing firewalls, I assume. 

Mr. OXLEY. Yes. 

Mr. ScHULTZ. Firewalls can evaporate pretty quickly at times, 
and it appears to me that the op-sub is just closer to the core bank 
than if it were in a separate holding compemy structure. 

Mr. OxLEY. Have you had discussions with other bankers from 
Iowa on this provision, and is there a consensus on this issue? 

Mr. SCHULTZ. I haven't had that many discussions on this spe- 
cific topic recently, but I think most community beuikers would sup- 
port the Etffiliate approach. 

Mr. OxLEY. Thank you. 

The Chair's time has expired. 

The gentleman from New York, Mr. Towns. 

Mr. Towns, Thank you very much, Mr. Chairman. If we simply 
pass the House bankuig version of H.R. 10 without any changes 
whatsoever, would your industry have a level playing field — I will 
sort of go down the line with this question — competing against one 
smother? The banking miirket, if we pass it as is, if the Commerce 
Committee says okay, we like it, we smile and we send it on its 
way without doing anything to it — let's start with you, Mr. Schultz 
and then go down. 

Mr. Schultz. Again, the question is, am I going to smile and like 
it? 

Mr. Towns. No, no. I am saying if we smile and say we like the 
bill and we send it on, the question is if we do that, would your 
industries have a level playit^ field for competing against one an- 
other? That is the question. 

Mr. Schultz. Possibly leveler, but I am not so sure completely 
level. 

Mr. Towns. What should we do then to make it level? 

Mr. Schultz. I would have to think about that for a moment. 

Mr. Towns. All right. We will go to Mr. Sutton. 

Mr. Sutton. From the standpoint of the securities industry I 
think it would go a long way toward leveling the playing fleld, par- 
ticularly toward the areas that I pointed out in my testimony, us 
competing against banks, and us being able to purchase banks, 
which today we can't purchase; on the other hand they can pur- 
chase us. So I think it would make substantial progress toward lev- 
eling the playing field for us. 

Mr. ZiMPHER. Mr. Towns, that is a very good question. I would 
have to say from our perspective, it does level the playing field. 
You heard some earlier testimony from Mr. Nichols expressing 
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some concern about a couple of provisions as they relate to func- 
tional regulation of products in the insurance industry issued by 
banks or securities firms. With the assurance that functional regu- 
lation is secured for all products, I think it would level the playing 
field. 

As you well know, H.R. 10, as reported by the Bankii^ Commit- 
tee, while it provides for an affiliate structure or an operatii^ sub- 
sidiary structure in underwriting securities, it does not provide for 
such an underwriting insurance, and we are satisfied with that and 
would strongly encouretge the committee to certainly at least retain 
that feature of the Banking Committee report. 

Mr. Towns. Thank you. 

Mr. SiNDER. In the insurance sales context, we would not befieve 
it would create a level playing field, but an unlevel one. The pri- 
mary reason is that State insurance regulators would be tremen- 
dously inhibited in their ability to regiilate bank insurance s£tles 
activities where they have an unfettered right to regulate all insur- 
ance activities of other agents. 

In our written testimony we have suggested three specific areas 
that we believe need to be addressed to help level this playing field. 
One is to treat the opinions of State insurance regulators equally 
with those of Federal banking regulators when an insurance SEtles 
requirement is challenged by a haiik. The second is to alter, amend, 
the nondiscrimination provisions. 

Right now, those provisions did not allow you to take into ac- 
count in any way the special situation of a bank when it engages 
in sales activities, including inadvertent impact on a bank even 
when the legislation is not directed on a bank. We believe that the 
inadvertent impact section should be deleted tmd that the core non- 
discrimination provisions should be modified to indicate that it is 
only when you treat a bank differently because of its insured finan- 
cial status that the law is prohibited. 

The last thing we have suggested is that sis changes be made to 
improve the safe harbor provisions that protect State insurance 
laws that do specifically address bank sales of insurance activities, 
and those specific changes are outlined in our testimony. 

Mr. Towns. Thank you. 

Some of my colleagues Etre saying that we should expand the pro- 
visions of the CRA to cover industries other than the 0£mking insti- 
tutions. What do you say to that? 

Mr. SCHULTZ. Sometimes as a community bank I wonder why we 
are subject to CRA, because if we don't invest 

Mr. Towns. I didn't hear you. 

Mr. SCHULTZ. I said sometimes we wonder as a community hank 
whether we should be subject to CRA, why we should be when 
maybe our credit union friends are not, you see. I am not sure that 
extending regulatory burden wider is really the solution in msoiy 
cases, even though from a competitive standpoint it certainly rziises 
some question. I make loans to customers and so on, imd we also 
sell insurance. And getting back to the question you raised a little 
while ago, in my State, banks have been allowed to sell insurance 
for a long time. Our people are licensed agents, are subject to State 
insurance regulations and have had no problems. So I think the 
concern in the banking industry in some areas might be in the 
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States where this hasn't been the practice as to whether it will be 
easy enough for banks to enter the insurance business because of 
the safe harbors that are in the proposed legislation. 

Again, getting back to the question about CRA and other types 
of regulation, you know, we are r^ulated as a bank and so on. As 
it relates to how we invest in our community and other consumer 
regulations, I £im not sure who regulates Bob Spe2ir, my American 
Family agent friend, when he makes a car loan, or makes a house 
loan, or the State Farm agent who is a friend of mine also who 
does the same thing. 

Mr. Towns. My time has expired, so please respond briefly. 

Mr. Sutton. CRA is really not something I can comment on be- 
cause it is not something we have been involved in. 

Mr. ZiMPHER. I think you rEiise an interesting question. I dont 
beUeve the insurance industry should be subject to the CRA. I 
think the nature of investments, the nature of the use of capital 
within my industry as opposed to the banking industry, insuring 
properties and lending mortgage capital and lending practices are 
two very distinct business functions, and I think that I would seri- 
ously question whether CRA should be applied to the insurance in- 
dustry. We make investments now, obviously, through our invest- 
ment subsidiaries and imy other urban projects or redevelopment 
projects. So there is money being used in an investment capacity, 
in a capital flow capacity and in hundreds of cities around this 
country. 

Mr. SiNDER. This is an issue on which the insurance agents have 
not focused and have no direct interest. We are comfortable with 
the provisions as they are in the bill, but we have no official posi- 
tion at £tll. 

Mr. Towns. Thank you very much. 

Mr. GiLLMOR [presiding]. The gentleman from Illinois, Mr. 
Shimkus. 

Mr. Shimkus. Thank you, Mr. Chairman. Two quick questions 
for you all. It is one that I asked Secretary Rubin and a lot of you 
were in the room. 

The major players in the debate obviously is Chairman Green- 
span and the administration, whether it be Levitt or Rubin or the 
chair of the FDIC. If safety, soundness and stability is a principle 
that our financial institutions need to be based on, which I beheve, 
and the political winds blow in different directions at different 
times, for the sake of talking to the average investor, who do you 
feel best is the least politicEil of the players? Let's just go from Mr. 
Schultz down. 

Mr. Schultz. Of those two players? 

Mr. Shimkus. Of the two sides of this debate. Chairman Green- 
span or really Secretary Rubin. 

Mr. Schultz. I think the public would probably feel that Chair- 
man Greenspan would be the less political. 

Mr. Shimkus. Who do you feel? 

Mr. Schultz. And I would too. 

Mr. Shimkus. You would agree, okay. Mr. Sutton? 

Mr. Sutton. I am not so sure that I know all of the views that 
have been expressed by all of the pfuties that you just discussed. 
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I would say that I think from what I understand, the various 
issues surrounding regulatory 

Mr. Shimkus. Well, the question is, to the consumer, if they wsuit 
to make sure we are not playing politics and we want safety and 
soundness and really a nonpartisan overview of financial services, 
who woiild they trust? 

Mr. Sutton. I think they would trust safety and soundness to 
the bank regulators find investor interest to the SEC, which I think 
is what you have been hearing about probably all day long. 

Mr. Shimkus, Well, I w£int to know what you would feel, but that 
is fine. 

Mr. Zimpher. 

Mr. Zimpher. Mr. Chairman and Mr. Shimkus, I have no idea 
who the public might — ^how they may perceive it. I have the utmost 
respect for both of those gentlemen. I think this country has been 
well-served by two very public-spirited gentlemen. I have read both 
of their testimony, studied their positions. I tend to support Mr. 
Greenspan. Whether the public would support that predominantly, 
I have no idea. 

Mr. Shimkus. Well, I think the public understands that one is a 
politically appointed position and one is not. 

Mr. SiNDER. The insurance agents have the utmost respect for 
both Federal regulators, but the most important concern for us be- 
tween the debate for subs and EifFlliates is not where insurance ac- 
tivities are performed, but it is who gets to regulate them. For us, 
we don't believe any Federal regvilators should regulate them, be- 
cause no Federal regulator has ever regulated insurance activities 
or other activities. Iliose should be left to be functionally regulated 
by the States. 

Mr. Shimkus. Okay. The last question is: Is there a larger risk 
to the FDIC and the taxpayer if the operating subsidiary version 
of H.R. 10 becomes law over if the holding company version of H.R. 
10; and I will just go down the line again. Mr. Schultz. 

Mr. Schultz, I think consistent with my testimony, it would be 
that there is less risk that is pushed out into a separate affiliate 
of the holding company, and after hearing this debate and reading 
the testimony, I do not know which one you are going to hear last. 
Both of them present very sound arguments, but I think the less 
risk is the hol<hng company. 

Mr. Shimkus. Mr. Sutton. 

Mr. Sutton. We are not currently involved in any banking ac- 
tivities 

Mr. Shimkus. But you might be. 

Mr, Sutton. So if we were, I would assume that from the issue 
of risk, that the holding company would probably be less risk, 

Mr. Shimkus. Thank you. 

Mr. Zimpher. I would probably agree with that, Mr. Shimkus, 
but that is an unfounded opinion. That is an uninformed 

Mr. Shimkus. You could be a Member of Congress, then. I mean 
it would work out. 

Mr, Zimpher, I have thought about it. 

Mr. Sinder. I hate to sound like a broken record, but again, we 
believe the most important focus is on who regulates the activities, 
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not where the activities take place, and as long as whatever bill is 
enacted 

Mr. Shimkus. Now, that is a cop-out, because the issue in this 
debate is the holding compeiny versus the operating subsidiary, and 
if insurance sales goes imder the operating subsidiary, people are 
going to make the claim that the insurance is subsidizing some of 
that risk. 

Mr. SiNDER. I don't think from a sales perspective you have the 
same subsidization concerns as you do from Ein underwriting per- 
spective. If we had to choose, we would choose to put it in the affili- 
ate, but like Chairman Levitt, we believe that the most impor- 
tant 

Mr. Shimkus. We are the politicians here. We are asking for gut 
responses based upon your industry. 

Thank you, Mr. Chairmtin. I yield back. 

Mr. Sutton. Mr. Gillmor, could I excuse myself? 

Mr. Gillmor. Mr. Sutton, yes, go ahead. Thank you for being 
here with us. 

The gentleman from Michigan, the ranking member of the com- 
mittee, Mr. Dingell. 

Mr. Dingell. Mr. Zimpher, you expressed concern that the 
Comptroller's op-sub rulemakes it clear that he is willing to allow 
the banks to do any nonbank activity, including underwriting. I 
share that concern. The Comptroller also told me that today, there 
are 19 national banks or subsidiaries of national banks underwrit- 
ing insurance in the United States, eind that there are 22 subsidi- 
aries of banks engaged in reinsurance activities. Is there a risk to 
depositors when banks that don't have experience in the insurance 
industry get involved in such activities as underwriting and rein- 
surance? 

Mr. Zimpher. I believe there very well potentially could be, sir; 
yes, sir. 

Mr. Dingell. As I note, the Comptroller indicates that 12 of the 
22 banks that are engaged in reinsurance use managing general 
agents or independent contractors to perform at least part of these 
insurance activities. Doesn't that tell you that the banks who do 
this reidly don't know very much about the business, and are sim- 
ply relying on others to do the job for them? 

Mr. Zimpher. One could reach that conclusion, Mr. Dingell. I am 
not familiar with the specific examples you cite, but from your 
presentation, one could reach that conclusion, yes. 

Mr. Dingell. Now, doesn't it also make it clear that banks and 
its depositors are especifilly vulnerable to fraud and mismanage- 
ment by these contractors? 

Mr. Zimpher. That is also a distinct possibility and potential, 
yes. 

Mr. Dingell. And that would be particularly true in view of the 
facts that banks would not be subject to State regulation and that 
there would be no substitute Federal regulation which would be 
put in place; isn't that right? 

Mr. Zimpher. That follows along the reasoning of your efirlier 
questioning of the prior panel, Mr. Dingell. Absent State regulation 
that particularly would relate to fraud or sales practices, there 
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would be a void, and policyholders, other investors could very seri- 
ously suffer. 

Mr. DlNGELL. Indeed, the insurance pools that protect people in 
the event of collapse of an insuremce company would no longer be 
present; isn't that right? 

Mr. ZiMPHER. That's right. If the banking laws don't apply, that's 
right. They are not going to be assessed; they will not participate 
in their guarantee fiinds, so the holders of those policies are 
again 

Mr. DlNGELL. The insurance commissioners have suggested 
amendments to this. Do you support the amendments that tne in- 
surance commissioners have suggested to protect against the 
abuses that you and I have been discussing? 

Mr. ZiMPHER. Mr. Chairman and Mr. Dingell, we support any ef- 
fort to strengthen and assure functional regulation. 

Mr. DlNGELL. It is my understanding — this one to Mr. Binder, 
please. It is my understanding that 18 different states have laws 
that require separation of banxs' loan making and insurance sales 
activity. If H.R. 10 in its present form were to become law, would 
the phy8ic2il sep£u-ation laws of these 18 states be preempted? 

Mr. Binder. Possibly. 

Mr. DlNGELL. Can you say they would not? 

Mr. Binder. You could not say they would not. 

Mr. DlNGELL. As a matter of ffict, it is almost certain they would, 
isn't it? 

Mr. Binder. I believe that they would. 

Mr. DlNGELL. Very well. The Michigan State house has passed 
a resolution calling on the Michigan Btate delegation, our two Sen- 
ators, and the Congress at large to enact legislation that eifFirms, 
not preempts, State insurance laws including Michigem's physicsd 
separation law. This resolution was supported not only by the 
Michigan Association of Insurance Agents, but £ilso by the Michi- 
gan Bankers' Association and the Michigan Credit Union League. 

Is it your view that H.R. 10 as reported by the banking commit- 
tee fails to protect Michigan State insurance laws as this resolution 
suggests? 

Mr. Binder. Yes. 

Mr. DlNGELL. Now, why is it possible for the Michigan Bankers' 
Association to support Michigan s physical separation law, but the 
National Bankers' Association opposes the same law at the Federsd 
level? 

Mr. Binder. I wish I knew the answer to the question. 

Mr. DlNGELL. It is a good question, isn't it? Now, your written 
statement says as follows: "Although the bill pays lip service to 
functional regulation in certain respects, it ultimately fails to pro- 
tect it." That is a strong statement. Must the functionfil regulation 
provisions of the bill be strengthened if the insurance agents are 
to support financial services legislation? 

Mr. Binder. Yes. 

Mr. DlNGELL. Now, if the functional regulation provisions of the 
bill are not improved, would it be fetir to say that the agents are 
no better off with the banking committee's bill than with the cur- 
rent law? 

Mr. SiNDEB. That's essentially correct in my view. 
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Mr, DiNGELL. Now, there have been some recent court rulings 
that have called into question the decisions of the Comptroller to 
permit banks to engage in insurance activities. 

Are these rulings evidence that the courts thinks that the Comp- 
troller has gone too far in improving insurance powers for banks? 
Is it possible that with the tide turning against the Comptroller 
that tne courts' agents might be better oS with the current law and 
fighting it out in the courts, rather than with the enactment into 
law of the banking committee's bill? 

Mr. SiNDER. Possibly. We are very much in favor of the decisions. 
They do point to specific areas where the Comptroller has over- 
stepped his bounds, but there are certain advantE^es to the current 
bill u it is enacted. 

Mr. DiNGELL. Thank you. Thank you, Mr. Chairman. 

Mr. GiLLMOR. Thank you, Mr. Dingell. A question for Mr, Sinder 
and also if the other members would like to jump in, on the issue 
of title insurance. The banking version generally permits national 
banks to sell insurance with the exception of title insurance. 

From your experience, is there any justification for treating title 
insurance different, or do you think they should be all forms of in- 
surance? 

Mr, Sinder. There is some justification for treating title insur- 
ance differently. It is a product that is a one-time sale. It primarily 
protects the bank's interests and not the consumer's interests in 
the underlying loan and protecting the imderlying loan. There is 
some conflict of interest in a bank that is seeking to get the loan 
and will too reiidily approve a title insurance sale in order to se- 
cure the loan. 

Mr. GiLLMOR. Why wouldn't the same arguments apply to any 
other type of insurance that the bank was selhng to a borrower? 

Mr, SINDER. We believe there are issues involved in other sales 
to borrowers. But those products do not protect the interests of the 
bank. They do protect the first beneficiary of such products. 

Mr. GiLLMOR. How about credit life? 

Mr. SiMDER. Credit life has a long and tortured history. 

Mr. GiLLMOR. The fact is it protects the bank. 

Mr. Sinder, If we had our druthers, the banks would not be per- 
mitted to sell credit life directly, but we have lost that fight. 

Mr. GiLLMOR. Basically, you would prefer that the bank not sell 
insurance, credit life, title, whatever? 

Mr. Sinder. Under the bill, the bank c£ui sell title insurance 
through an afiiliate, it just cannot do it through a subsidiftry. The 
title insurance product is very complicated because the agent takes 
on some of the underwriting risk. 

When you sell any other type of insurance product, the under- 
writing and the sale are completely separate. So if the bank acts 
as the agent, or if the bank subsidiary acts as the agent in the sale 
of the product, a difierent compemy, which under the bill would 
have to be an afiihate, assumes all of the underwriting risk. 

When you sell a title product, the agent him or herself also as- 
sumes some of the underwriting risk. So in effect if you don't treat 
title differently, you are allowing the bank to engage in some un- 
derwriting activities, wheresis it can't for any other insurance prod- 
uct. 
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Mr. GlLLMOR. Any other comments on that issue, Mr. Schultz? 
Mr. Zimpher? 

Mr. Zimpher. I would not, no. 

Mr. GiLLMOR. Mr. Zimpher, is the banking committee bill's provi- 
sions regarding the separation of finEuicial £md commercial activi- 
ties creating problems for insurance companies since insurance 
companies take money from policyholders and invest for those pol- 
icyholders? 

Mr. Zimpher. Mr. Chairman, you are right that insurance com- 
panies must invest the funds that they receive from policyholders. 
Those investments are strictly limited and regulated by State in- 
vestment statutes and laws across the country. 

Section 6 of H.R. 10, as it is reported by the banking committee, 
would permit insurance companies to retain some shares of interest 
in investment operations on behalf of policyholders. We happen to 
believe that that perhaps should be expanded, particularly on be- 
half of our policyholders whose funds it is we are investing; that 
insurance companies should continue to have some management 
supervisory role and responsibility in those operations. 

Mr. GiLLMOR. If I may go back to you, Mr. Sinder, we were told 
earlier by the Treasury Secretary that financial activities and oper- 
ating subs would be regulated in the same manner as affiliates. 

My question is what has been the real-life experience of insur- 
ance agents in respect to insurance s£iles through banks and bank 
operating subsidiaries? Is there a feeling on the part of an agent 
that there has been any loss of consumer protection? 

Mr. Sinder. This is an area that the Comptroller of the Currency 
has tread somewhat Hghtly because of the pendency of the H.R. 10 
bills. The history of this is that there was a real question about 
whether section 92, the small town sales authorization, overrode 
State laws that prohibited bank sales of insurance. That issue was 
not resolved until 1996. 

In March 1996, the Supreme Court issued a decision. They said 
section 92 preempts. In Uie wake of that, 25 States enacted bank 
s£ile of insurance consumer protection provisions to regulate the 
manner in which small town banks sell insurance. 

The first State to do so after the Bamett decision was Rhode Is- 
land. Within 6 months before the Department of Insurance could 
even issue its implementing regulations, the Comptroller of the 
Currency issued a request for comments in the Federal register 
askii^ whether certain provisions included in the Rhode Island bill 
should be preempted. That was in February 1997. It has been over 
2 years. 

The Comptroller has not issued any opinion on this. We believe 
that it is because the office fears congressioneil response if it 
oversteps its bounds in doing so. As soon els this issue is resolved, 
we also fear that the Comptroller will then step up and give his 
view on whether these laws should be allowed to exist. In the past, 
the Comptroller has made statements that licensing provisions 
shouldn't apply to national banks, and anything else that interferes 
in a way that the Comptroller feels is bad with the bzinks' insur- 
ance sales function shotild not be allowed to exist. 



yGooQie 



So today, is the real practical experience that banks are comply- 
ing with these provisions? Yes. Do they want to challei^e them? 
Yes. 

Mr. GiLLMOR. Mr. Schultz, are you a national bank or a State- 
chartered? 

Mr. Schultz. National bank. We have a holding company that 
also owns a State-chartered bank. 

Mr. GiLLMOR. You have been selling insurance for how long? 

Mr. Schultz. Many, many yesirs, 30 years. 

Mr. GiLLMOR, Including title insursince? 

Mr. Schultz. No. I don't pretend to know much about title insur- 
ance. Iowa was one of the few States that doesn't allow, maybe the 
only State that doesn't allow title insurance. 

Mr. GiLLMOR. Doesn't aUow title insurance? I used to practice 
real estate law. Tm glad I was in Ohio. 

In any event, Mr. Towns, do you have any further questions? If 
not, I want to thank the panelists for being here. We appreciate it 
very much. Stand adjourned. 

[Whereupon, at 3:10 p.m., the subcommittee was adjourned.] 

[Additional material submitted for the record follows:] 



Mr. Chairman, I appreciate the opportunity to provide my views on financial mod- 
emizatioii legislation oefore the House Commerce Committee, I would like to focus 
on one aspect of this legislatiori that directl; relates to the safety and soundneaa 
of our fitiandal system and competitive equi^ between foreign and national banks. 
This issue is about the corporate structure that this l^alation will provide for our 

I am a strong proponent of providing more than one option of operational struc- 
ture to our nation's banks. 1 beUeve that decisions about corporate governance 
should be made by the bank's officers, not the federal government. Later Uiis month, 
your Conunittee will be voting on H.R, 10, financial modernization legislation. I 
wiMild urge you te ke^ those proviaions included in the House Banking Committee 
version of this bill that would preserve flodbility for our nation's banks and would 
permit them to create ^Mratii^C subsidiaries or oank holding company affiliates to 
offer new services to then* aiabxaaa. 

1 believe that there is no safe^ and soundness associated with the inclusion of 
the operating subsidiary abvcture in fiwam-ial modernization legislation. Durine 
testimony presented to the House Banking Conunittee in May 1997, 1 asked Federal 
Reserve Chairman Alan Greenqtan wheuier there was any safety and soundness 
"Qcem or risk with an operating subsidiary structure. Let me quote his response: 
'^y concerns are not safe^ and soundness. It is an issue of^ creating subsidies 
for individual institutions which their competitors do not have. It is a level play- 
ing field iasue. Non-bank holding compames and other institutions do not nave 
access to that subsidy, and it creates an unlevel playing field. It is not a safety 



His response clearly indicates that safety and soundness is not a concern, assuming 
appropriate firewalls are in place, just as they^ are with a holding company-affiliate 
model and as provided by the House Banking Committee's l^slation. In fact. 
Chairman Greenspan argued that a bank receives a subsidy form its parent bank, 
not its <q>erating subsidiaiy. Further, Chairman Greenspan acknowledged that 
banks can also receive a subsidy through its holding company affiliate as welL 

I beUeve that our capital markets toda^ are very efficient and transparent and 
would be able to discount such subsidies if they do exist. In recent hearings, I asked 
several federal bank regulators about this issue and they all agree that there is no 
difference in capital costs for banks who wish to set up either an operating subsidi- 
ary or bank hiuding compaiw affiliate. In addition, the House Banking Committee 
approved bill imposes stnct firewalls and a requirement for the bank to be well-cap- 
italized b^ore it can opt to set up an operating subsidiary. Banks will benefit from 
this added flezibili^ t^ choosing whichever structure is better for their individual 
company. Finally, I would argue that the (grating subsidiary structure will ensure 



«GooQle 



that all assets of banks, including its operating subsidiary, ar« subject to Conunu- 
oitv Reinvestment Act (CRA) r^ulations. 

Aa you may know, the current and three previous Chairs of the Federal D^josit 
Insurance Corporation (FDIC) have emphaticatly stated that restricting the organi- 
zational flexibility of banking oi^anization will have a negative impact on the safe^ 
and soundness of our financial system. If banks are required to provide new activi- 
ties through holding company araliates, but not in operating subsidiaries, the reve- 
nues earned by these new activities will flow directly to the holding company share- 
holders, and not to the bank. If the bank runs into trouble, the FDIC will not be 
able to reach these holding company assets, wliich rightly should be used to protect 
the bank and the FDIC funds. 

Further, 1 do not believe that there is any compelling evidence that the federal 
government should be interfering with private busmess decisions regarding organi- 
zational structure. Each business in this country should be free to organize ite ac- 
tivities in the most efficient manner for that organizatian. For some banks, an oper- 
ating subsidiary may be more cost-effective, while other banks may choose to use 
holdup company afnliates to offer new services to their customers. For instance, it 
might oe cheaper to organize an operating subsidiary because they do not require 
a multiple set of books and board of directors or t^al requirements. Other banks, 
however, may elect to create a holding company structure because of tax con- 
sequences, compensation schemes, multibranding, risk management, and geographic 
location. Banks should be free to make business dedaion for themselves without un- 
necesaaiy government mandates. 

I would also encourage you to consider how these options will affect our nation's 
smaller, community banks. Because smaller institutions have a smaller revenue 
base, they may not be able to aflbrd to absorb increase organizational and regu- 
latoi^ costs of operating a holding company. For these smaller banks, the operating 
subsidiary option may be the best ana most economically feasible option for these 
banks to offer their ciutomsrs a full rai^^ of financial products in the most cost- 



We need to enact legislation that provides for adequate supervision to ensure that 
e^anded financial activities are conducted safely and soundlv in a subsidiary or an 
affihate. The solution is not to favor one structure over anouier but rather to pass 
legislation that provides that the regulators can adequately supervise tjw etfe^ on 
the bank of the expanded activities and bank's relationship wiu) its subsidiaries <ar 
afliliBtes. This supervision along with adequate internal controls by the banks is the 
critical element to conducting in activities in a safe and sound manner rather than 
a mandated corporate structure. 

Another argument that has been made in opposition to cq>erating subsidiaries is 
that the banks are more protected from corporate veil pierdng under a holding com- 
pany structure. This is wrong. Bank subsidiaries, in the same manner as bank afBli- 
ates, are l^ally separate from the insured bank. In those extremely rare instances 
when a court ignores this legal separation and permits the corporate vieil to be 
pierced, an exhaustive empirical study conducted by Cornell Law Review shows that 
aflUiates, not parent o^nizations, have been found fiiumdally liable in the greater 
number of instances, nercing the corporate veil depends on how entities conduct 
their operations and not on how the operations are structured within an organiza- 
tional chart. 

Opponents to the subsidiary option also assert that banks have a subsidy from 
the Federal safety net through the deposit insurance program, the access to the dis- 
count window and the parents system. These opponents at^e that banks funding 
operations through subsidiaries have an unfair competitive advantage over non- 
bank owned competitors. I would disagree with this argument, because I believe 
banks are amoi^ the most heavily regulated private institutions in American soci- 
ety. Aftor factoring in the coats of regulations and what banks' pay for the services 
in the federal safety net, I believe it is difficult to argue that any net subsidy exists. 
Even assuming for argument's sake that a net subsidy exits, there is no evidence 
that a holding company affiliate structure would be more effective than the operat- 
ing subsidiary in containing the net subsidy because equivalent safeguard may be 
put in place. The subsidy could be passed through in the form of dividends to the 
holding company. And, in repeated questioning neither Chairman Greenspan nor 
the Federal Reserve has provided any quantitotive evidence of such a subsidy nor 
any quantitative an; ■ ' ■ ■ ■ ■ ~" - - > - ■ . . > . . 

erating subsidiuy a 

I would also like to point oi ... ._. ^ 

concerns about transfer of the subsidy in connection wiUi foreign bank operations 
in the United States, In this decade alone, the Federal Reserve Board has issued 
approvals for almost 20 foreign banks to own directly so-called Section 20 subsidi- 
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aries that engage in securities underwriting activities in the Unitad States. While 
foreign banks are not supported by the United States federal safety net, they do 
have full access aimilar safety net benefits in their home countrv. Yet, these foreign 
banks are permitted to conduct non-banking activities directiy through a subsidiary 
structure in the United States. In its first order permitting foreign banks to conduct 
securities underwriting through a Section 20 subsidiary, the Board states that any 
potential advantages of allowuig foreign banks to operate through the subsidiary 
structure rather than the bank holding company structure is not significant in light 
ei the firewalls imposed. These firewalls are similar to those including in H.R. 10 
as reported bv the House Banking Committee. 

It simply does not make sense to permit foreign banks to eiyoy the benefits of 
organization freedoms when acting in the United States but to deny these same ben- 
efits to United States banks. I beueve in the principle of national treatment, tritich 
means foreign banks are treated in the same way as national banks. However, I do 
□ot beUeve that we should be providing fleidbili^ to foreign banks that are denied 
to domestic institutions. 

Further, I would like to inform the Cmnmittee that I believe that these operating 
subsidiaties would ensure functional r^ulation for products sold from them. This 
would ensure that the Securities and Exchan^ Commission and states' securities 
regulators would have priroaiy rc^ulatoiy jurisdiction of operations. 1 beUeve that 
functional regulation is the most appropriate manner to ensure that consumers will 
understand what they are buying. 

Therefore, ! urge tiiis Committee to follow the approach of the Banking Commit- 
tee by givii^ our banks the organizational choice Wat will be available to foreign 
KartWa under this l^isletion. 

Prepared Statement op The National Association of Independent Insurers 

The National Association of Independent Insurers ( NAII) is the nation's lareest 
full service pn^wrty-casuall^ trade association with 619 members in the Umted 
States. NAJI members include insurance companies of every size and type — stock, 
mutual, reciprocal and Lloyds. NAII members write almost $81.3 billion in annual 
premiums representing every ^rpe of property-casualty coverage, including auto- 
mobile, homeowno^ business instvance, woriters' compensation and surplus lines. 

NAII and its members applaud the v/oA of this committee and Congress in mov- 
ing the Financial Services Act of 1999 toward finaUzation. The current version rep- 
resents long hours of woifc at modernizing the financial services sector of the United 
States economy, while attempting to retain the best of existing regulatory structure 
in each of the respective areas of financial services. In addition to the public policy 
discussion at the congressional level, interested parties have woriced behind the 
scenes to voice their concerns. A variety of regulators at the federal level — including 
the Chairman of the Federal Reserve, the Secretary of the Treasury, and the heads 
of the Office of Thrift Supervision and the Securities and Exchai^je Commission — 
have given their input likewise, state insurance regulators, througn their organiza- 
tion, the National Association rf Insurance Commissioners CNAIC), have com- 
mented on H.R. 10. In additim, trade associations comprised of insurers, insurance 
agents, thrifts, and banks, to name a few, have suggested language in an attempt 
to draft a bill which recognizes the needs of all the interested parties under such 
8 unified financial services package. 

The authors of H.R. 10 have made great strides toward this objective by seeking 
to establish clear delineation of nsulatory authori^ based on functional relation. 
NAII and others believe that with modincation, H.R. 10 can set out a bright line 
of fiinctional rwilation which will minimize needless costs of regulatory overlap and 
regulatory challenges, not only between the regulator and the regulated, but be- 
tween the different kinds of regulators. NAII supports H.R. 10 and the concepts be- 
hind it However, NAII believes that in order to achieve true functional regulation 
and a smooth running financial services sector of the economy, H.R. 10 must be 
modified to dearly deUiteate fimctional regulation and thus ensure that no element 
of the financial services sector receives an unfair advantage. 
Section 104(c)(2) 

Of paramount concern to NAII members is the language in Section 104(cX2). 
Summarizing Section 104<cX2), no state may pass a law or regulate insurance ac- 
tivities where such law or regulation, as int^reted or applied, will have an impact 
cm a bank that is substantially more adverse than on non-bank entities. On its ia(», 
this sounds rather innocuous, indeed laudable, as no law or regulation should be 
permissible if that law or regulation is intended to be more adverse to a bank than 
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banks to challenge state insurance laws even where there v 

State of treatinK banks difierentl; than insurance companies. We believe this u. . 
path that will destroy the concept of functional regulation that the authio^ of H.R. 
10 have tried hard to preserve. 

Under H.R. 10 as currently drafted, the advant^e is given to the banks. Banks 
gain because state laws are preempted simply because they are banks. Such pre- 
emption is not a two-way street, as insurers are not positioned to have banking laws 
preempted where a banking law would have an adverse impact on an insurer. 

A concrete example of wnere a bank could have an unfair advantage in relation 
to the business of insurance involves accounting practices. Currently, under what 
are called Statutory Accounting Principles (SAP), insurers are reqiured to report 
their financial results under wnat tend to be more conservative accounting rules 
than Generally Accepted Accounting Principles (GAAP). Banks follow GAAP ac- 
counting. Would an insurer affiliated with a bank not be held to SAP, and not be 
as strictiy regulated as an insurer without bank affiliation, since the imposition of 
differing accounting principles is an additional cost to the bank? 

The problem with Section 104(cX 2) is that it is not du«ctly tied to the intent of 
the Btat« to adversely impact a bank. Section 104(cX2) operates regardless of the 
state's intent. The only test of Sectionl04(cX2) is if the impact on a bank is different 
because it is a bank. If that impact exists, then any such state law or regulation 
is preempted. This is not preemption based on a state passing a law intentionally 
to affect a bank in the context of insurance business. It is preemption by hindsight, 
as the state's action will be viewed in relation to what happens, potentially years 
down the line, to a bank. It will not matter that the state had absolutely no inten- 
tion of adversely impacting a bank. It will not matter that the state law was reason- 
ably related to proper governmental objectives. What will matter is that a bank 
need not comply wiui such a law. That is an unfair advantage to the bank. 

Nor is it true functional regulation to give a bank this advantage, for by granting 
the advantage, there is an area where the function of the business of insurance is 
not regulated by the states. It is likelv, too, that under Section 104(cX2), costiy Utiga- 
tion will arise, for the bright hne of functional regulation will become blurred as 
banks attempt to show that the effect, not the intent, of a state law adversely im- 
pacts the bank. In the context of these likely squabbles between banks and their 
regulators, and insurers and their regulators, under current Section 104(cX2), finan- 
cial services modernization would not be controlled by functional regulation, but 
rather plagued by dysfunctional regulation. 
NAIC Amendmenta 

The National Association of Insurance Commissioners recentiy submitted to the 
Committee a package of amendments which include a call for deletion of 104(cX2). 
NAII suppwts this and other NAIC amendments, and strongly encourages members 
of the House Commerce Committee to seriously consider their adoption. Please note 
that whUe stating NAII's support for removal of Section 10 4(cX2) from H.R. 10, the 
NAII strongly opposes any state law which is intended to have an adverse impact 
on a bank or which on its face singles out banks. Many NAII members have bus- 
□ess relationships with banks, and would find affiliations with banks mutually ad- 
vantage<His. 

In addition, NAII strongly supports the proposed NAIC clarification to Section 303 
stating that all insurance activities, not just sales, are to be functionally regulated. 
Tbis change is consistent with the deletion of Section 104(cX2) in order to achieve 
with "bright line" functional regulation. 
Operating Subsidiaries 

NAII applauds the language in H.R. 10, Section 304, stating that a national bank 
and the subsidiaries of a national bank may not provide insurance as principal. To 
do otherwise would make functional regulation virtually impassible. However, there 
are activities which are permitted to national banks and bank subsidiaries. These 
include "authorized products" or other insurance related activities. Because these 
products or activities are insurance related, consistent with functional r^ulation, 
these should be regulated by the states. 

At this point, it is appropriate to cite an example of an activi^ in which national 
banks or subsidiaries of national banks are permitted to engage but which should 
be functionally regulated as insurance. National banks are authorized to enter into 
debt cancellation agreements providing for the cancellation of the borrower's out- 
standing debt upon the death of the bwrower. The Office of the Comptroller of the 
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Currency C^CC") recently extended that authority to include debt cancellation 
agreements pursuant to which debt is cancelled as a result of the borrower's disabil- 
ity or loss of employment. These products resemble insurance and should be func- 
tionally regulated by the states. 'Hiis is not to prohibit the banks from offering the 
products, only to regulate the product as insurance. 

A simUar product is Guaranteed Auto Protection Coverage ("GAP Coverage") 
whereby coverage is iMued for the excess of the outstanding loan amount over any 
recovery from an insurer in the event of theft or total loss of a vehicle. For example, 
an individual may have a loan balance outstanding of $5000. The car is in an acci- 
dent and totaled, but the appropriate payment by the insurance company is deter- 
mined to be $4000. GAP coverage would pay $1000. National banks are permitted 
to offer this product. This product should be regulated by the state as insurance. 

The effect of a failure to regulate the above products as insurance if offered by 
a bank results in an unfair advantage to the bank in the sale of the product. If of- 
fered by a bank, these products are not subject to state regulation as are the same 
products if offered by an insurer. All of the additional cost of state regulation, and 
all of the additional state consumer protections, do not exist in relation to the bank's 
issuance of these products. These costs do racist if an insurer offers the same prod- 
ucts. Thus, it is the insiu-er v^ch is disadvantaged. 
Affiiiationa 

Undoubtedly, mergers and acquisitions are a reality of the modem corporate 
world and are a proper subject for fmancial services modemiiatdon. It is whoUy ap- 
propriate for banks and insurers to affiliate. Such affiliation, however, must be con- 
sistent with functional regulation. The current language of H.R. 10 in Section 
104(aK2) attempts to grant functional regulation of the transaction to the states as 
to the business of insurance, but in reality merely enumerates the information a 
state may require relating to the transaction. Indeed, under H.R. 10, a state may 
require that the insurer's capital be restored to a certain level, but that is the extent 
of state authority. There are factors other than capital that relate to insurer sol- 
vency. Thus, the state effectively does not have functional regulatory authority over 
the affiliation. The NAIC's proposed amendment goes far to restore functional regu- 
lation as applied to affiliations by permitting the states to collect, review, and take 
actions on such appUcations, provided that the state law does not discriminate 
against the bank. NAII supports this amendment as protective of the solvency of 
n affiliations. 



Lee Amendment 

The NAII urges the Committee to delete the so-called Lee Amendment in Section 
G(b). The Lee Amendment would apply Fair Housing Act standards to insurance af- 
filiates of banks and represents a backdoor attempt to implement federal regulation 
of insurance. The Pair Housing Act, which was initially enacted in 1968 and amend- 
ed in 1988, prohibits discrimination in housing on the basis of race, color, religion, 
sex, familial status, national origin or handicap. It expressly applies to home sales 
and rentals and the service of home sellers, landlords, mortgage lenders and real 
estate brokers. The Act does not make any reference to the separate service of pro- 
viding property insurance for the simple reason that Congress, in enacting the law, 
recognized that insurance is a state regulated business. The Lee Amendment runs 
counter to the McCairan-Ferguson Act of 1945 which mandates the state regulation 
of the business of insurance. Every state and the District of Columbia have laws 
that prohibit insurance redlining. The addition of a federal application in this area 
wiU, at best, lead to a system of dual state and federal regulation of insurance. 

NAII urges the Committee to adopt the NAIC amendments to H.R. 10 as consist- 
ent with and in furtherance of the concept of fiinctional regulation. It is clear that 
the intent of the drafters of H.R. 10 is preserving state regulation of the business 
of insurance. No better tangible evidence of Congressional intent in this area exists 
than the wording of Section 301 of H.R. 10 which states that the intent of Congress 
with reference to the regulation of the business of insurance as embodied in the 
McCarran Ferguson Act remains the law of the United States. It is to the benefit 
of banks as well as insurers that H.R. 10 draw a "bright line" to define insurance 
and regulate the insurance function. With that "bright line," H.R. 10 will indeed be 
financial services modernization, streamlining the financial services sector. 
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Prepared Statement of the Investment Company Instfiute 
/. Introduction 

The iDvestment Company Institute is the national association of the American in- 
vestment company industry. The Institute's membership includes 7,546 open-end in- 
vestment companies ("mutual funds"), 457 closed-end investment companies and 8 
sponsors of unit investment trusts. The Institute's mutual fund memaers have as- 
sets of about $5,730 trillion, accounting for approximately 95% percent of total in- 
dustry assets, and have over 73 miUion individual shareholders. The Institute's 
members include mutual funds advised by investment counseling firms, broker-deal- 
ers, insurance companies, bank holding companies, banks, savings associations, and 
afBliatea of commercial firms. 

The Institute has been an active participant in the debate on financial services 
reform and has provided testimony to Congress on subjects directly related to such 
reform numerous times over the last twenty-three years. The Institute a^redates 
the opportunity to provide the Committee with its views on H.R. 10, the "Financial 
Services Act of 1999." 

Initially, we would like to commend the continued leadership of the House Com- 
merce Committee in its effort to reform our nation's financial services laws. To mMt 
observers, it is now abundantly clear that the laws that separat« mutual funds, 
banks, broker- dealers, insurance companies, and other financial services firms are 
obsolete in the face of technological advances, fierce competition, and dynamic and 
evolving capital and financial markets. 

By permitting affiliations among alt types of financial companies, H.R. 10 rep- 
resents a major stm forward in the effort to modernize the nation's financial laws 
and to realign the financial services industry in a manner that should benefit the 
economy and the public. It also includes one of the moat important prindptes that 
underlie successful financial services reform: the eatabhshment of an oversight sys- 
tem based on functional regulation. 

Thus. H.R. 10. like S. 900, the "Financial Services Moderaiiation Act of 1999," 
reflects a sound framework for reform of the financial services industry, and we 
urge Congress to enact it. We are concerned, however, that attempts will be made 
to weaken its commitment to functional regulation, to apply the Community Rein- 
vestment Act (CRA) to mutual funds, or to affect the ability of mutual fund organi- 
zations and other service providers to share certain information that is necessary 
to effectively operate a mutual fund. Any of these actions would pose serious cim- 
cems for mutual funds and their shareholders. 
//. Background 

Regulation of the Mutual Fund Industry. Since 1940, when Congress enacted the 
Investment Company Act, the mutual fiind industry has grown steadily fi^m 68 
funds to over 7,000 funds today, and from assets of $448 million in 1940 to over 
$5 trillion today. In our view, the most important factor contributing to the mutual 
fiind industry's growth and success is that mutual funds are subject to stringent 
regulation by the Securities and Exchange Commission (SEC) under the Investment 
Company Act, The core objectives of the Investment Company Act are to: (1) ensure 
that investors receive adequate, accurate information about mutual fiinds In which 
they invest; (2) protect the integrity of the fund's assets; (3) prohibit abusive forms 
of self-dealing (4) restrict unfair and unsound capital structures; and (5) ensure the 
&ir valuation of investor purchases and redemptions. These requirements — and the 
industry's commitment to complying with their letter and spirit — have produced 
widespread public confidence in mutual funds. In our judgment, this investor con- 
fidence has been, and continues to be. the foundation for the success that the indus- 
try enjoys. 

Our opinion concerning the efficacy of the mutual fund regulatory system has 
been confuined by the General Accounting Office. In its report on mutual fund regu- 
lation twenty-four months ago, the GAO found that 'the SEC has responded to tiie 
challenges presented by growth in the mutual fund industry." It also noted that the 
"SEC's oversight focuses on protecting mutual fund investors by minimizing ^e risk 
to investors from fraud, mismanagement, conflicts of interest, and misleading or in- 
complete disclosure." To carry out its oversight goal, the SEC perfc^ms on-site in- 
spections, reviews disclosure docimients. engages in r^ulatory activities, and takes 
^orcement actions. The SEC is also buttressed by "industry support for strict com- 
pliance with securities laws." > 
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llie mutual fund industry has always spolcen out against developments that 
would impair this efTecttve and time-tested regulatory system which ia what would 
occur if aspects of bankine regulation were imposed on the mutual fund industry. 

Diffkreneea Between Bank Regulation and Mutual Fund Regulation. H.R. 10 recog- 
nizes that if financial services reform ia to succeed in producing more vibrant aiul 
competitive financial services companies, it must provide a regulatory structure that 
respects and is carefully taUored to the divergent requirements of each of the busi- 
ness sectors that comprise the financial services marketplace. The mutual fund in- 
dustry has historicallj' and continues to be subject to extensive SEC oversight. And 
for reasons that continue to make good sense even in this era of consohdation and 
conglomeration, the resulations governing the mutual fund business rest on dif- 
ferent premises, have (Offerent public policy objectives, and respond to distinct gov- 
ernmental and societal concerns. 

Our securities markets are based on transparency, strict market discijjline, cre- 
ativity, and risk-taking. The Investment Company Act and federal securities laws 
reflect the nature of tnis marketplace and, accordingly, do not seek to limit risk- 
taking nor do they extend any governmental guarantee. Rather, the securities laws 
require full and fair disclosure of all material information, focus on protectinz inves- 
ton and maintaining fair and orderly markets, and prohibit fraudulent and decep- 
tive practices. Securities regulators strictly enforce the securities taws by bringing 
oiforcement actions, and imposing substantial penalties in a process that by design 
is fully disclosed to the markets and the American public. 

Banks, by contrast, are supported by federal deposit insurance, access to the dis- 
count window and the payments system, and the overall federal safety net For 
these reasons, banking regulation imposes significant restraints and requirements 
on the operation of banks. 

It may well be that this regulatory approach is prudent and appropriate when it 
comes to the government's interest in overseeing banks. But it would be fiindamen- 
tally inconsistent with the very nature of the securities markets to impose bank- 
like regulation on mutual fimd companies and other securities firms. To do so could 
profoundly impair the abiUty of mutual funds and securities firms to serve their cus- 
tomers and compete effectively. More worrisome, it could compromise the continued 
successful operation of the existing securities regulatory system. 

Finally, and perhaps most importantly, imposing bank-like regulation on an in- 
dustry tor which it was not designed could even jeopardize the functioning of our 
broacf capital markets. This would risk the loss of a priceless and valuable national 
asset As SEC Chairman Arthur Levitt has stated, [oiur capital markets must re- 
main among our nation's most spectacular achievements ... Those markets, and in- 
vestors' confidence in them, are rich legacies we have inherited, but do not own. 
They are a national asset we hold in trust for our children, and for generations of 
Americans to come."' Thus, this Committee is wise to ensure that otherwise well- 
intended efforts to modernize financial services law and regulation do not com- 
promise our capital formation system. 
III. Succeaafiil Financial Services Reform Should Not Be Undermined 

Both H.R. 10 and S. 900 establish a new structure for the affiliation of financial 
services companies in the United States. The bills do not merely alter the nature 
of the banking system through banking reform, but instead propose a regulatory 
structure that reflects the new economic relationships. But because each of the in- 
dustries in the new holding company is subject to extensive oversight under distinct 
regulatory systems, both bills appropriately adopt the concept of ^inctional regula- 
tion as the proper regulatory oversight system for an integrated financial services 
industry. This fosters regulatory reliance and respect for the jurisdiction of the regu- 
latoiy agencies that supervise these industries. The Institute strongly supports uds 



I'A Declaration of (Accounting) Indepoidence,' Remarits by Arthur Levitt Chairman, U.S. 
Securities and Exchange Commission, before The Conference Board, New Yoik, New Yoik 
(Oct.— S, 1997). 

'For these reasons, the Federal Reserve Board (FRB) has indicated that this functional regu- 
lation Dversi^t Systran would ""»'"<»'" the safely and soundness of our financial system in gen- 
Continued 
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W« would like to take this opportuni^ to ui^ the Committee to oppose smend- 
ments that would (1) change the provisions in the bill that carefully proscribe the 
authority of bank regulators with respect to mutual fimds and securities firms; (2) 
seek to apply aspects of the Community Reinvestment Act to mutual funds; and (3) 
limit, by statute, the ability of mutual fund orKanizatiDas and other service provid- 
ers to share certain information regarding fund investors that is necessary to rfTec- 
tively operate a mutual fund. 

In addition, we recommend thi«e changes to H.R. 10: (1) clarification of the super- 
visory authority of the OTS and OCC over regulated nonbank entities to atrenguien 
functional regulation; (2) — allowing companies to engage in limited commercial ac- 
tivities; and (3) extending the "grandfather date" for companies with commercial ac- 
tivities to control a thrift. 

Each of these points is discussed below. 
IV. No Weakening of Functional Regulation Oversight * 

To implement this oversight system, the FRB would be assigned regulatory re- 
sponsibility over all holding companies, including any financial services organization 
that owns a bank. Both biBs also would refine tne authority of the Federal Deposit 
Insurance Corporation (FDIC), the Office of the Comptroller of the Current (OCC) 
and the OfEce of Thrift Supervision (OTS) in this same manner to ensure that they 
could not assert broader authority than that of the FRB with respect to regulated 
nonbank entities. 

In adopting this approach, both bills recognize that in the process of mereing 
banks with various industries, it is necessary to adjust the present statutory author- 
ity of the banking aeendes. This adjustment is needed because the statutts; 
suiemes applicable to these aeencies did not envision that a bank mieht be affiliated 
with several, significant regulated nonbank entities like mutual fiiniT companies and 
broker-dealers. These nonbank entities each have regulators with the expertise to 
supervise their operations and these regulators may be relied upon to coordinate 
their supervisory efforts with the banking agencies. 

Thus, H.R. 10 strikes an appropriate balance betw 
the FRB, OCC. FDIC and OTS to protect the safety 
financial, and payments systems, and avoiding the potential for supervisory inter- 
vention into a regulated nonbank entity's day-to-day affairs that are the responsibil- 
ity of its primary supervisor like the SEC for mutual funds. 

In this connection, the Institute suggests that Sections 115{aX4)&(5) and 
118(b)(2)&(3) of H.R. 10 be deleted as inconsistent with this functional regulation 
framework. These Sections grant the OCC and OTS authority beyond that which 
is granted the FRB. Eliminating these provisions would pose no safety and sound- 
ness concerns. Such action wiU also reinforce an oversight system that relies on and 
defers to the expertise and supervisory strengths of different functional regulators 
(in the investment company case, the SEC). It would also reduce the potential for 
inconsistent and contradictory actions concerning investor protection, for overlap of 
regulation and for conflict among regulators. 

As indicated by the FRB, a proper oversight system for these new financial serv- 
ices oivanizations is enhanced by "relying on the expertise and supervisory 
strengths of different functional regulators, reducing the potential [for] burdensome 
overlap of regulation, and providing for increased coordination and reduced potential 
for conflict among regulators." ' 

Unless the bill is amended, OTS and OCC will be able to assert the power to take 
discretionary supervisory action based on their judgment about business risk. This 
would allow them to claim the authority to apply a bank-like regulatory approach 
and/or impose activity or operational restrictions on mutual fund complexes in par- 
ticular or the securities markets generally. This could profoundly impair the contin- 
ued successful operation of the existing securities regulatory system and damage 
our capital markets. This is why we suggest that certain changes be made to clarify 
the role of the OTS and OCC — and to grant these agencies no greater authority then 

eral and the banking system in particular. See generally Hearings before the Senate Committee 
on Banking. Housing and Urban Affiiira on H.R. 10. the Financial Services Act of 1998. Written 
Statement of Alan Greenspan, Chairman of the Board of Govemon of the Federal ReMrve Sys- 
tem od H.R, 10 at 5 & 13-15, 

'This seclioD addressBa the Bocalled "Fed Lite" aversisht provisions in Subtitle B of TiUe 1 
of H.R 10 that relate to the functional regulation of mutual funds, securities fiimB and insur- 
ance companies io a holding company 9ystem, 

'See Hearinga before the Subcommittee on Finance aiui Hazardous Ualenala, Committee on 
Commerce on H.R. 10 and Finaneial Modernisation, Testimony of Alan Greenspan. Chairman 
of the Board of Governors of the Federal Reserve System at 10, 
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that which is granted to the FRB. This action will strengthen the stmng functional 
regulation oversight system embodied in H.R.IO. 
V. CRA Should Not Apply to Mutual Funds 

The mutual fund industry is opposed to attempts to extend CRA to mutual funds. 
Such an action would act against the interest of the millions of middleincome Amer- 
icans who invest in mutual funds, would be directly at odds with the obligations im- 
posed on fiind managers to place the interests of^the fund shareholders first, and 
would fundamentally misconstrue the nature of CRA and represent a drastic change 
in its purpose. 

First, tne effects of imposing CRA-like requirements on mutual funds would be 
largely borne by middle-income Americans. Institutions and wealthier individuals 
are better able to obtain the benefits of diversiScation and professional management 
of their portfolios through direct investments. 

Second, forcing mutual funds to make investments in order to serve some general 
social or political purpose — no matter how well-intended — would be directly at odds 
with the entire regulatory and fiduciary structure that governs the activities of mu- 
tual funds, the purpose of which is to place the interests of the funds' investors first 
(Unlike bank depositors, who receive a rate of return guaranteed b^ the federal gov- 
ernment, the return on every investment made b;^ a mutual fund is directly passed 
on to the fiind's ahareholdera.) As the former acting Chair of the SEC stated, "Im- 
posing community reinvestment requirements on funds similar to those imposed 
under the CRA would require fimd directors and managers to take into account fac- 
tors other than the interests of their shareholders, which would be fundamentally 
incompatible with the requirements of the Investment Company Act."' 

Iliird, CRA is premised, in lai^e part, on the fact that deposltoi? institutions are 
pubUcly charters entities that receive significant federal subsidies, including de- 
poait insurance and access to the discount window and the payments system. Ijiese 
benefits are provided so that banks may service the convenience and needs of the 
communities in which they are chartered. CRA is intended to ensure that those 
services are provided. Mutual funds, in contrast, are not publicly chartered and do 
not receive tie benefits of those federal subsidies. Also, the types of activities con- 
templated by CRA, such as making loans to small businesses and offering housing 
loans, as well as offering basic banking services, are not offered by mutual funds, 
which are pools of lic^uid securities. Thus, it is difficult to contemplate how mutual 
fimds could comply with CRA-like requirements. 

It should be noted that mutual funds play an important role in economic develop- 
ment throughout America. Mutual funds are major investors in municipal securities, 
which finance projects such as housing, hospitals, schools, and in&astructure. Mu- 
tual funds also are significant purchasers of mortgage-backed securities; the growth 
of this market has r«luced housing costs for millions of Americans. Mutual fiinds 
also supply capital to new and growing companies, for instance by purchasing 
shares m initial public offerings. Mutual funds are helping miUions of Americana 
save for their retirement, in IRAs and employer-sponsored plans, as well as housing, 
education and other needs. 

For these reasons, the Institute respectfully urges the Committee to r^ect at- 
tempts to extend CRA to mutual fiinds. 



VI. Sharing of Customer Infori 

Various proposals have been offered to restrict the abiUty of financial services 
firms to share customer information. The Institute does not favor a broad legislative 
prescription on the sharing of customer information because it will fail to teke into 
account the unique structure of mutual fiinds. 

The structure and operation of a fiwid is unique because the fund itself is essen- 
tially a pool of assets under the supervision of a board of directors. Typically, a fund 
has few or no employees of its own. Instead, as is shown by the diagram in Appen- 
dix A, the fund's operations are carried out by various entities, including the nmd's 
investment adviser, principal underwriter, transfer agent, and custodian. In order 
to service an investor's account, it is necessary for these entities to share customer 
information with one another. 

Because of the structure of the industry, fiind shareholders view themselves as 
customers of a mutual fimd organization (or perhaps of the broker-dealer or other 
intermediary through wl^ch they made their investments), rather than of a particu- 
lar entity within Uiat otganization (for example, a transfer agent or custodian). 

'Letter from Mary C. Schapiro, Acting ChHirmaa, U.S. Securities and Eichange ConuoissiOQ, 
to Frank N. Newman, Underaecretaiy fbr Domestic Finance, Department of the Treaaury, dated 
May 26, 1993. 
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From the point of view of the ehareholder, the fund operation is seamless, as it 
should be. This is apparent from the popularity of such features as exchange privi- 
leges among affUiatea funds and consoliaated account statements. 

Thus, the application of a generic rule on the sharing of customer information to 
mutual fund organizations is almost certain to be disruptive. If fact, it could poten- 
tially make impractical existing mutual fund operations. This is true even if the rule 
contemplates an "opt out" approach (i.e., one in which customers must affirmatively 
act to restrict information faring); funds would be forced to attempt to build exten- 
sive systems to track those customers that request to block information sharing in 
this context. 

The Institute is sensitive to the concerns of many regarding their financial pri- 
vacy. In fact, the Institute has been workii^ for several months with the National 
Association of Securities Dealers (NASD) on rules governing the sharing of confiden- 
tial customer information. It is our belief that the NASD is best-suited to address 
the matter, as it can adopt rules that are tailored to the structure of the mutual 
fund industry and the securities industry in general. 

VII. Non/inancial Activitiee 

An important objective of any financial services reform legislation is to create 
competitive equality among banks, mutual fitnds, broker-dealers, and insurance 
companies. Unfortunatelv, H.R. 10 retains a strict separation between "banking" 
and "commerce," although it attempts to bridge this gap to a limited degree by per- 
mitting financial services companies to eitgage in a small amount of activities 
deemed "complementary" to financial activities. In general, however, a diversified fi- 
nancial services compat^ that becomes a financial holding company would be re- 
quired to divest its nonfinancial activities witliin 10-15 years. Tlus approach would 
introduce s fundamental competitive inequity: all bank holding cnnpanies could 
enter the securities and insurance businesses, but mutual Amd companies, broker^ 
dealers and insurance companies with limited nonfinancial activities would be 
forced to alter their operations and structure in order to enter commercial banking. 

For long-standing public policy reasons, still valid today, mutual fund companies 
and other nonbanking financial services fmns have never been subject to activities 
restrictions like those contained in H.R, 10. In recognition of this and in order to 

Snivide a fair and balanced competitive environment, the Institute reccnnmendB that 
I.R. 10 be amended to allow a financial holding (»mpany to eng^e to a limited 
degree in nonfinancial activities, for example, at a minimum, the amount specified 
in the version of H.R. 10 that was passed Dv this Committee last year. This would 
create a financial services holding company uiat reflects the realities of today's mar- 
ketplace in which financial companies often engage in limited commercial activities. 

VIII. Grandfathered Unitary Savings and Loan Holding Companies 

Under the Home Owners' Loan Act, in general, any (XMupany may establish or ac- 
quire a single thrift and become a socalled unitan savings and loan holding com- 
pany. Such B company can be engaged in any kind of commeraal or finandaf activ- 
ity if its thrift comphes with the quaUfied thrift lender test H.R. 10 would bar a 
company engaged m any commercial or nonfinancial activities from securing a 
thrift, subject to a grandfather provision. Under the grandfather provision, if a com- 
pany already owned a thrift as of March 4, 1999, or had made an application for 
one, it can retain or secure the thrift. 

As a general matter, the Institute has no view on this new prohibition. However, 
we believe that any company that owns a thrift or has made an application for one 
should be covered by a grandfather provision that is available until this activity is 
actually prohibitod by law. This approach provides all entities with an equal oppor- 
tunity to take advantage of an existing business opportunity. Moreover, we are un- 
aware of any identifiable risk to the hanking system from extending the date. Ac- 
cordingly, we support changing the applicable date for the grandfather provision to 
the effective date of H.R. 10. 
DC Conclusion 

The Institute continues to support efforts by Congress to modernize the nation's 
financial laws. H.R. 10 represents a significant contributicm to that endeavor, in 
particular, by permitting afliliatioDS among all types of financial companies, by es- 
tablishing a system of functional regulation and by raising the issue of whether a 
holding company should be able to engage to a limi«<»i< degree in tiMifinancial activi- 
ties, lie Institute's recommendations to the Committee are embodied in this state- 

We thank you for the opportunity to present our views and look forward to work- 
ii^ with the Committee as this legislation movra forward. 
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